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HARRY I. GROSSMAN 


In the interest of adding a 
person-to-person touch to the 
AICPA internal public rela- 
tions program last April, Presi- 
dent Jack Seidman and Execu- 
tive Director John Carey ar- 
ranged a round table meeting 
at the AICPA offices in New 
York with fifteen ‘inactive’ 
members of the Institute to 
discuss mutual professional 
problems. Messrs. Seidman 
and Carey were so impressed 
with the results of this meeting as a means of bringing 
the Institute closer to many local practitioners that a re- 
lease was issued to all Council Activity Chairmen urging 
them to set up similar meetings throughout the country. 
This, said the release, was a way of demonstrating the In- 
stitute’s interest in the problems of the local practitioner 
and constituted a practical device for eliciting members’ 
opinions of Institute services and publications. Louis Pilie, 
the current Institute president, has given his full support 
to the continuation of this program. 

In response to these urgings, our Illinois Society Com- 
mittee on Liaison with AICPA, composed of Illinois Council 
members, met last November to arrange for the first of 
a series of round table discussions. The date for the first 
meeting was set for Decembr 9, 1960, from 3 to 5 P.M. 
Four Council members were designated to participate in 
this first meeting. | was one of them. 


A list of over thirty ‘inactive’ Institute members was 
prepared as the “‘field’’ for the first meeting. Only twelve 
of these were able to accept the invitation. | must confess, 


Dreridents Messace 


throughout these preliminaries | had vague misgivings 
about the reception that would be accorded this whole 
program. 

At the appointed hour we convened in a private room 
at the Palmer House. We arranged ourselves around a 
hollow square formed by four large tables so that each 
man had a full view of the entire field. Each of the Council 
members made a few introductory remarks concerning 
some phase of Institute activity involving service to mem- 
bers and then the chairman threw the meeting open for 
discussion. 

The questions and remarks were largely confined to the 
subjects of large firm versus small practitioner, banker 
relations, discriminatory practices in the engagement of 
auditors for enterprises seeking public financing, technical 
services to members, rules of professional conduct, re- 
ferrals and consultations among members. 

The discussions were lively, interesting, well-reasoned 
and revealing. Midway through the meeting | began to 
take stock of the individuals who had responded to the in- 
vitation. These persons were not only members of the In- 
stitute, but each was also a member of the Illinois Society. 
These men had been members of the Society for periods 
ranging from 8 to 28 years, yet, despite my more than 15 
years of activity in the Society, | knew only one of the 
members personally. This, to me, was something of a 
jolt. Where did they keep themselves? 

The “‘guests’’ included sole practitioners and partners 
in local firms. Some of these firms were not inconsiderable 
in size. One of the men was a member of a five-man 
partnership with a substantial staff. As | listened to the 
participants express themselves on the topics at issue, | 
took new pride in our profession. These people, picked, 
you might say, at random, were intelligent, articulate, 
personable, alert, and of good humor. 


The greatest compliment that could possibly have been 
paid to the whole idea was succinctly put when a number 
of those present suggested that the “same bunch” ought 
to get together for another meeting. Unfortunately an 
early repeat is not feasible since the objective of the pro- 
gram at this time calls for rotation. But if you should be 
invited to a future meeting, drop whatever you are doing 


and go. 


vil 


through 
reliable 


data 
processing 


COST ANALYSIS 
In today’s fast moving business world the need for immediate 
information is becoming more and more acute. Naturally 

such information must be reliable or it is valueless. 
Automation alone is not the answer! There must be a wealth of 
know-how and experience backing up the machines and a 
desire to do the best job possible. SOS Data Processing gives you 
just that. The systems engineer best qualified for 
your needs is assigned to the project. He becomes your personal 
service engineer and is responsible for the satisfactory completion 
of your work. 
Whether you have just begun to think of automation (punched 
card or electronic) or have your own machines, your call 
to SOS will lead to greater benefits through personalized service . 
days, nights or week ends. 
Call now! An SOS specialist will be happy to explain how 
automation can serve you—what you can expect and how 
much it will cost. 


SOS Data Processing 


AN AFFILIATE OF STIVERS OFFICE SERVICE 


HArrison 7-7191 
175 West Jackson Boulevard, Chicago 4, Illinois 


Spy; You eK 


That we have a buyer for your 
established accounting prac- 


tice! 


We Invite Your Inquiries 


iz Lccniont Ss at 


tn 


_Accounting 


Public Accounting, Private Industry, on All Levels 
Both Male and Female 


JACOB W. STAUFFER, Executive Director 


Accountants Exchange 
105 W. Madison St., Chicago 2 
Central 6-1790 


VYloue-BETTER THAN EVER!! 


The Illinois Society of Certified Public Accountants 


GROUP DISABILITY PLAN 


Watch for the Announcement About This 
Enlarged Program 


Make certain YOU review the NEW features which are available to mem- 
bers and eligible employees of members of the society. 
NEW — LIFETIME ACCIDENT BENEFITS 


PLUS 


| Year Non-confining Sickness Benefits 


OR 


3 
CHOICES 


5 Year Non-confining Sickness Benefits 
OR 


8 Year Non-confining Sickness Benefits 
Take advantage of this opportunity to modernize YOUR Sickness and Ac- 
cident Coverage. 


TODAY, more than ever, YOU need adequate insurance to safeguard 
YOUR INCOME in the event YOU are disabled. 


IF YOU DESIRE ADDITIONAL INFORMATION AFTER RECEIVING THE 
ANNOUNCEMENT, PLEASE WRITE OR TELEPHONE 


PARKER, ALESHIRE & COMPANY 


| 175 W. Jackson Blvd. Chicago 4, Ill. WAbash 2-101 | 


Challenge of the Future: Can the Pro- 
fession Meet the Expanded Demands 
of Business Management? 


Professional Accountancy 


At the Crossroads 


By William A. Campfield 


The public accounting profession 
‘after a very extraordinary develop- 
‘ment during the past half century 
‘appears to have reached crossroads 
'faced with a choice between two sig- 
nificantly different courses of future 
action. 


On the one hand, members of the 
profession could join the forces, both 
internal and external to the profes- 
sion, that clamor for more rules, dicta, 
and mechanical guides governing the 
practice of accountancy. These forces, 
in general, would limit the ambit of 
accountants to a sophisticated expres- 
sion of historical accounting and busi- 
ness statistics according to the concept 
of the day regarding ‘‘business use- 
fulness.”’ 

Following the other main course of 
future action, members of the ac- 
counting profession could choose to 
reshape materially the primary mis- 
sion of the profession in a way to 
place major emphasis on assisting and 
advising business managements with 
respect to profit planning and in- 
progress evaluation of operations. 


The writer believes that choice by 
the profession of the second pathway 
leading from the crossroads will as- 
sure a longer lived and more intellec- 
tually stimulating future for profes- 
sional accountants. Implicit in this 
proposed course of action is the ur- 
gent need for accountants to prepare 
through improved technology and 
broader gauged thinking to assume 
the leadership in economic statesman- 
ship to which their science and their 
olorious heritage entitles them. 

The balance of this paper is devoted 
to discussion of specific areas for 
emphasis in reshaping the image and 
the future of professional account- 
ants. A preliminary observation is 
relevant. A close analysis of the ma- 
jor historical developments in ac- 
countaney will show that the activities 
of independent accountants and audi- 
tors, especially certified public ae- 
countants, are those referred to most 
often when professional accounting is 
mentioned. Since the independent 

1The views expressed are the author’s and do 


not express an official position of any organization 
with which he is associated. 


accountant or auditor most nearly 
represents the profession as a whole, 
the remaining discussion uses him as 
prototype. 


Re-Defining the Profession’s 
Major Objectives 


The most immediate major problem 
facing the designers of the future of 
accountancy appears to be that of 
close evaluation of the profession’s 
objectives and long range goals. A 
fruitful approach to this re-evalua- 
tion would start with a premise that 
the long range goals should be set at 
the highest level of business and eco- 
nomic counsel and leadership reason- 
ably attained by accountants. This 
means viewing the role and ambit of 
accountants as embracing far more 
than mere expression of opinions on 
financial statements, conventional ac- 
counting systems work, and prepara- 
tions in respect to tax matters of in- 
dividual business enterprises. 

In brief, the writer suggests that 
the professional accounting approach 
should be re-defined and reshaped to 
proximate that followed by top man- 
agement of business enterprises, 1.e., 
thinking of every major facet of an 
enterprise (planning, scheduling, con- 
trolling, evaluating, ete.) in terms of 
its effect on the totality or unity of 
enterprise goals and objectives. In 
this frame of reference, the major 
goals and responsibilities of account- 
ants can be redesigned so as ulti- 
mately to bring the accountant ac- 
tively into the arena of pre-decision 
idea exchange with the top hierarchy 
of an enterprise. 

A logical starting point for broad- 
ening the management value of the 
accountant’s services is in the area 
of improving the evaluative and in- 
terpretative aspects of accounting and 


2 


\ 
1 
i] 
} 


reporting systems. It is well know} 
in management circles that the art oy 
accounting is deficient in that data 
are typically presented to manage# 
ments ex post facto and generally 
only in terms of over-all enterpris 
accomplishments rather than in term: 
of accomplishments by organization 
segments and organizational respon! 
sibilities. Many of the convent ea 
accounting records and reports suffe} 
from lack of focus. They fit all pur? 
poses poorly and no one purpose tor 
well. | 
In the circumstances, professionak 
accounting emphasis could well bj 
redirected toward active assistance 0 
a Management in ascertaining needed 
changes in accounting and reportin 
systems so that they more nearl 
serve management’s requirements fos 
fixing responsibility for results and 
measuring the effectiveness witll 
which management’s programs ar 
earried out. Further, a renewed emj 
phasis is needed in aiding a manag 
ment to obtain timely data. Account 
ing data and reports should remin 
management of the consequences 0} 
prior decisions. Obviously, relevan 
information must be presented 
promptly to all responsible persons it 
the management hierarchy if they a 
to obtain maximum usefulness fro 
accounting data in the decision m 
ing and evaluation process. An addi 
tional point is pertinent. Increase 
efforts by accountants are needed i 
helping to refine accounting control 
in terms of measuring and comparing 
planned operations with actual opi 
erations. This doubtless will requir 
accountants to assist management it 
establishing standards, cost and other 
wise, that are agreed upon by mani 
agement and workers as fair anc 
attainable levels 


of performance 
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| Variance analyses are not likely to 
| have long run meaning to manage- 
) ment unless they are established in 
| a setting of agreed upon standards. 

_ The next higher tier of expanded 
accounting scope and service is the 
examination and evaluation of non- 
accounting controls and operations. 
Work in this area by accountants 
should be a natural consequence of 
increased effort by them in respect 
' to responsibility accounting. The op- 
erations control area is validly within 
the purview of the accountant since 
| every operating activity has financial 
implications and all results of opera- 
tions are expressed in accounting or 
) accounting type records and reports. 
| In his operational examination, the 
| accountant should be concerned with 
| such items as: (i) consistency of 
} various management policies, pro- 
| grams, and procedures, (i1) their ade- 
| quacy as points of reference for in- 
| dividuals with assigned responsibili- 
| ties, (iii) compliance of organizational 
/units with prescribed policies, pro- 
) grams, projects, and procedures, and 
_ (iv) opportunities for expanding the 
| effectiveness of management controls 
) to operating areas not yet subjected 
to controls. 

_ The pinnacle of revised goals for 
| professional accountants should be 
fixed in the area of counselling and 
aiding a management in the broad 
policy and long range planning 
sphere. It is submitted that service 
‘by the accountant in this area will 
bring him into close touch with the 
very heart of the management process. 
Three specific sub-areas in which ad- 
‘vanced accounting knowledge and 


expertise can be invaluable to a man- 
agement are: 


(i) Synthesizing accounting, economie, and 
other statistical data which a man- 
agement finds useful in constructing 
the basic policy and mission framework 
of the enterprise. For example, the 
accountant could systematically de- 
velop data regarding prospective de- 
mand in the industry as a whole, 
itemize factors affecting key supply 
sources, chart trends in competitive 
conditions within the industry, and pre- 
pare pro forma estimates of the rela- 
tive standing of the enterprise with 
respect to share of markets, cost po- 
sition, and competitive strength. 


(Gi) Counselling and aiding management in 
establishing an orderly system for 
allocating responsibility for long range 
planning, progress review of plans-in- 
action, and post action evaluation of 
the effectiveness of plans. 


(ii) Assistance to management in improy- 
ing the actual decision making process. 
To illustrate, the accountant could help 
to speed up decision making by review- 
ing or supervising the review of each 
of the major alternative plans prior 
to submission to top management for 
final decision. The accountant’s re- 
view could be pointed to identifying 
those plans or strategies that conform 
most nearly to management’s pre- 
determined criteria for acceptable 
plans. If the accountant has worked 
closely enough to top management to 
gain useful knowledge of manage- 
ment’s seale of preferences, he could 
make a preliminary arrangement of 
alternative plans in terms of this scale. 


Before passing on to other matters, 
it is useful to suggest that unless the 
accounting profession gives early and 
careful attention to re-evaluating its 
long range goals and objectives it may 
find itself in the position of being 
comprised of skilled statistical tech- 
nicians but representing a group of 
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second class counsellors to business 
managements. 


Broader Education and Experience 
Qualifications 


Consonant with ideas expressed in 
the preceding section, the writer be- 
lieves it imperative that leaders of 
the accounting profession take early 
and concrete steps to raise substan- 
tially the educational and experience 
qualifications requisite to designation 
as professional accountant. Obviously, 
this should be achieved over a span of 
years through a well conceived, or- 
derly plan rather than by abrupt, 
piecemeal measures. 

First, it seems essential that the 
minimum educational requirements be 
established high enough to be com- 
patible with the requirements for en- 
trance into other learned professions. 
Quantitatively, this should entail re- 
quiring that the professional account- 
ant possess at least an undergraduate 
degree, with a major in accountancy. 
Qualitatively, there should be a co- 
ordinated effort on the part of ac- 
counting practitioners and educators 
to broaden the scope of academic 
training for accountancy. For exam- 
ple, it is beheved desirable and neces- 
sary that the curriculum should be 
sufficiently well rounded that the 
graduate has been prepared to under- 
stand and use the technical factors 
of his field of concentration intelli- 
gently and constructively in relation 
to business, government, and society 
as a whole. Consequently, a greater 
emphasis is needed in integrating 
study of several of the social disci- 
plines, e.g., economics, history, po- 
litical science, law, ete., with the study 
of accountaney. 

Business life is lived as a large unit 
rather than as compartmentalized 
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units of sales, production, accounting, 
ete. Accordingly, an academic pro-+ 
gram designed to inculcate in the) 
prospective accountant an integrated 
comprehensive view of economic, po-| 
litical, and social life as it is actuallys 
lived should significantly improve his) 
capacity to think and act in terms of 
the totality of problems facing the 
business managements he will offer tc) 
serve. 


A change in minimum experience 
qualifications and methods of leen- 
sure is a desirable corollory to revision) 
of educational requirements. The 
writer believes that one year of credit- 
able experience in any responsible 
supervisory accounting position, mini 
mum education as indicated above 
and satisfactory completion of a heen! 
sure examination (comparable to the 
present CPA examination) are suffi 
cient to entitle the applicant to “‘ente# 
the profession.’’ Beyond this minima} 
entry requirement, the accounting} 
profession might well establish spe} 
cialty requirements comparable to the 
medical profession. Additional edu. 
cational and experience requirements 
could be prescribed to qualify th 
general practitioner in areas such as 
management systems and controls} 
budgeting, taxes, economic and mar} 
ket analysis, compensation and pen) 
sion plans, ete. 

Before concluding this section it ) 


well to reiterate that the long range 
future of professional accountin 
could well be assured through timel 
and intensified emphasis on orderl 
programs for training and developin 
accountants to deal more closely wit 
matters of planning and control tha 
are key aspects of the managemen 
process. Accounting and _statistica 
data furnish a large part of the basi 
information needed by management: 
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for plans and decisions. The profes- 
sional accountant should so plan and 
accomplish his increase of knowledge 
and competence that managements 
will gladly accept him and his services 
as an adjunctive ingredient of major 
decision making. 


Extending the Professional Image 
Through Public Service 


In recent years there has been an 
accelerated tendency for many ele- 
ments of society to challenge the pro- 
fessional man to assume more actively 
his inescapable duty of broad social 
responsibility. In this regard, the 
image of the professional accountant 
is shadowy, indeed, when compared 
to other learned professions, e.g., law 
and medicine. 

There is a fairly widely held belief 
among the public that accountants are 
skilled only in the art of ‘‘checking 
books and accounts.’’ Invariably, 
when the public is faced with broad 
social and economic problems at local 
or national level the services of pro- 
fessional men other than accountants 
are sought. 


No one field of professional endea- 
vor other than professional account- 
ing requires of its practitioners such 
a varied and fundamental knowledge 
of the economic and legal factors af- 
feeting business enterprises and busi- 
ness transactions. Business enterprise 
admittedly is but one agency of so- 
ciety but it is patently a most impor- 
tant one in advancing the well being 
of the social order as a whole. 

In the circumstances, the writer 
believes that the enlightened self in- 
terest of accountants can be served 
through judicious publicity regarding 
their willingness and availability to 
participate more widely in community 
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and public affairs. Of course, this 
publicity should be handled in a way 
that befits the dignity of a profession. 
Preferably, the national associations 
and related local societies of account- 
ants should coordinate and direct 
such programs. 

The best publicity for the profes- 
sion is probably accomplished through 
direct, constructive service to the com- 
munity by individual accountants. 
Numerous examples of areas for serv- 
ices can be cited. To illustrate, an 
accountant could render valuable 
managerial service as member or offi- 
cial of city councils, school boards, 
hospital, church, or other institutional 
boards or commissions; or, he could 
render specific accounting or financial 
services of greater depth on an ‘‘out 
of pocket’’ cost basis. 

On a broader scale, accountants 
should be encouraged and facilitated 
by their professional associations to 
participate more actively in shaping 
policy over a wide range of public 
affairs. A few illustrations in this re- 
gard will suffice. Service as arbitra- 
tors in labor-management disputes is 
well within the competence of profes- 
sional accountants since many of the 
issues in dispute are susceptible to 
the dispassionate quantitative meas- 
urement and evaluation traditionally 
associated with independent account- 
ants. Assistance and counsel to goy- 
ernmental agencies and groups in 
respect to improving cost control and 
financial management of public af- 
fairs is another area of service that 
could be explored vigorously by pro- 
fessional accountants. A final illus- 
tration points up the desirability of 
accountants serving in direct manage- 
ment capacities in public affairs. 
Accountants should be willing to 
serve for such periods of time as will 


be necessary to put the management 
of public offices on sound fiscal basis. 

In this age of image projection by 
many pretenders to the throne of eco- 
nomie and social leadership, it be- 
hooves the accounting profession in 
its long run best interests to put forth 
the extra effort of advising and en- 
couraging members to serve in public 
office, and otherwise assist as desirable 
in shaping public policy, developing 
good public administration, and con- 
tributing in general to the betterment 
of the entire community in which ac- 
countants work and live. 


Summary 


Mid-20th century has been charac- 
terized by sudden, rapid, and oft 
times violent change in economic, po- 
litical, and social ideas. Much of this 
change had its genesis in the revolu- 
tionary scientific and technological 
developments since the early 1940s. 

The nature and objectives of busi- 
ness management have undergone a 
parallel revolution over a wide range 
of plans, methodology, techniques, 
and attitudes. Professional account- 
ing, traditionally an indispensable 
service adjunct to management con- 
trol and evaluation, has in the esti- 
mation of the writer lagged behind 
in the age of innovation and change. 

This paper presents three areas for 
emphasis by leaders of the accounting 


profession in plotting the long range; 
survival and growth needs of the pro-: 
fession. They are: (i) Re-definition | 
of the profession’s major objectives, | 
(ii) broadening the educational and} 
experience qualifications, and (iii) | 
expanding the puble service partici- | 
pation of accountants. | 
Change is the most pervasive reality | 
of our times. If accountants persist | 
in maintaining the status quo of tra-| 
ditional services they will surely be! 
inviting disaster. For example, there 
are many less trained persons, forti- 
fied with the ‘‘miracle machines’’ of | 
today, who are willing and able to | 
offer managements statistical and re-| 
porting accuracy and reliability at) 
less cost and in shorter time | 
would be available through conven- | 
tional independent accounting certifi-! 
cation. 
Justice Oliver Wendell Holmes once 
remarked that a person who desired 
to live without trouble would have 
to die young. Further, he asserted 
that trouble creates a capacity to} 
handle it. He concluded that an indi-| 
vidual should not seek trouble but) 
once encountered it should be met as 
a friend, accepted with faith, and the | 
needful accomplished. ) 
Professional accountants would do 
well to adopt the philosophy of Jus- 
tice Holmes in dealing with the prob- 
lems of change occasioned by the 
modern management revolution. 
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Estate Planning: An Area of Wide- 
spread Potential Service for the CPA 


What Do You Have and 
What's to Become Of It? 


By Samuel A. Sakol 


Some time ago I encountered an an- 
cient illustration of Estate Planning 
which, though rarely applicable in 
today’s society, may be of interest to 
you. It involved a wealthy farmer 
who had 15 children by his deceased 
first wife, and 15 children by his still 
very much alive, second wife. She 
discussed with him one day the fact 
that he was getting quite old and that 
he ought to determine which child 
should be his heir. Her suggestion 
was that she arrange their 30 children 
in a row and that, counting from the 
first one, he then eliminate every tenth 
child; the last child to remain would 
be the one who inherited his estate. 
The farmer was impressed with the 
reasonableness of the plan and highly 
pleased with his wife’s objective atti- 
tude. 

As the elimination proceeded, the 
farmer became increasingly amazed to 
see that the first 14 children to be 
eliminated were all by his first wife 
and that the next to go would be the 
last member of that group. He sug- 
gested they start from that child and 
count backwards in the remaining 
elimination of every tenth child. Not 


wishing to reveal that she had relied 
on anything other than chance, and 
knowing that the odds were 15 to 1 
in her favor, the wife consented. With 
great chagrin she watched all 15 of 
her children successively eliminated 
and what had been the last remaining 
child of the first wife, became the 
sole heir. 

If families of such size still existed, 
I would furnish you the mathematical 
formula under which the wife could 
make an arrangement with predeter- 
mined results. As it is I submit it as 
the earliest case of Estate Planning— 
of special interest, perhaps, because 
no provision for taxes was necessary, 
no battery of experts required and of 
further interest, perhaps as evidence 
that flexibility is of major importance 
in an Kstate Plan. 


Need for Estate Planning in a 
Changed Society 


We have long ceased to live in a 
purely land economy. Our industri- 
alization has produced not only a wide 
diversity on the forms by which cap- 
ital is represented, but has been at- 
tended by an increasing distribution 


in the ownership thereof. Forms of 
property, all of which may be com- 
pletely appropriate for the prospec- 
tive testator, may have a variety of de- 
grees of propriety for his potential 
successors. We have also long ceased 
to live in a modestly taxed economy. 
The tax structure of our time is dis- 
tinguished not alone for the heights 
which it is reaching but for the fact 
that the incidence of tax is deter- 
mined as much by ‘‘how you do it’’ 
as by ‘‘what you do.’’ Accepting the 
privileges of permitted discretions is 
among one’s obligations to his family. 
As a result both of the nature of our 
economy and the level of taxes, the 
questions: What do you have, and 
what’s to become of it? should no 
longer be restricted to the members 
of the 400 (if there are still 400 
remaining). 

And yet with the capital and earn- 
ing capacity of any estate exposed to 
potential shrinkages from transfer 
(through taxes and costs), from liqui- 
dation (through forced sales and 
dispositions) and from management 
(through splitting up holdings and 
imexperience), it is regrettable that 
more advance planning is not done. 
Contributing to this neglect are the 
exaggerated concepts of privacy of 
financial matters, ignorance of the 
benefits of effective planning, and 
procrastination. Not entirely free 
from negligence are we who too fre- 
quently fail even to raise the question, 
either through preoccupation with 
other matters or because we feel com- 
pelled to have our clients make the 
overture. 


Who Should Do the Planning 


Far too frequently over-emphasis 
is given the question of who should 
initiate or direct the Estate Planning 
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function. It would appear that one! 
who has been sufficiently capable or 
fortunate to accumulate that for | 
which planning is needed, can be re- | 
lied on to be equally capable or for- | 
tunate in selecting his closest adviser. | 
Why should we become exercised over | 
whether he is a trust officer, a CLU, a | 
JD ora CPA? Just so it is not some- | 
one who holds merely the degree BS— | 
which, in the presence of ladies, can | 
be translated as meaning Bachelor of | 
Superficiality. 

Ours is the responsibility of chang- 
ing the attitudes of many of our con-| 
temporaries. Those who are not law-| 
yers must get over the notion that’ 
the attorney’s contribution is supply- | 
ing standard ‘‘boiler plate’’; those} 
who aren’t CPA’s must get rid of! 
the attitude that the CPA handles the | 
‘‘arithmetie of the situation’’; those} 
who are not insurance counsellors) 
must be relieved of the stereotype of} 
the ‘‘peddler’’; those who are not} 
trust officers must give up the image} 
of the corporate trustee as an ‘‘ad- 
ministrative clerk.’’ ‘‘Boiler plate’’;| 
‘‘arithmetic,’’ ‘‘peddler,’’ ‘‘clerk,’’| 
—all terms I’m sure you’ve heard ap-} 
pled and I trust you never use. But| 
something more is required of us. | 
Within our respective groups we must} 
not permit them to be used with) 
impunity. 
Planning Must Originate in a : 
Factual Determination 


Whoever, in a given situation, is in 
the closest, most confidential relation- 
ship with the individual should sug- 
gest the need for Estate Planning. 
Sometimes it will be the banker, some- 
times the attorney or financial or in- 
surance counsellor, at other times the 
certified public accountant. Who ini- 
tiates it is unimportant, since one 
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worthy of being relied upon, will sug- 
gest such other skills as are required 
by the circumstances. And it is an 
extremely simple situation which can- 
not benefit from the combined skills 
of all. The self discipline which dis- 
tinguishes a professional man requires 
not only integrity and competence in 
the performance of his work, but hu- 
mility and self restraint in what he 
undertakes to do. 


It has been my belief that the es- 
sence of Estate Planning can be sum- 
med up as the answers to two ques- 
tions: What do you have? and What’s 
to become of it? All else is collateral 
and subject to greatly varying de- 
grees of significance. Even the tax 
burden should be a secondary factor, 
although few individuals would qual- 
ify as the patient in the scene in 
which a dignified psychiatrist opens 
his examination by asking ‘‘ When did 
you first begin to enjoy paying 
taxes?’’ If it is correct that Estate 
Planning is essentially the answer to 
the two questions: What do you have ? 
and What’s to become of it? then 
what is important is that the planning 
originate in a factual determination. 
If this sounds too elementary to re- 
quire stating, ask any attorney how 
frequently he is requested to draw 
a will (under which property is to 
be distributed), without being fur- 
nished adequate information, and 
sometimes any information, on what 
there is to distribute. 

Had I ever had any doubts about 
the dependence of sound planning on 
an enumeration and evaluation of 
actual holdings, they would have been 
dispelled in an examination, sometime 


ago, of a draft of a proposed will. It 
was a document of excellent drafts- 
manship. Among other things, it ere- 
ated two trusts. The first was to be 
the pillar of security for the widow; 
she would enjoy not only its income 
but have unrestricted power to invade 
its principal; from the second trust 
she would receive income, but re- 
gardless of future need, would have 
no access to principal. The nature 
and extent of the property holdings 
were not made known to the attorney 
who prepared the proposed will. How 
could he know that applying the terms 
of the will to the property then owned, 
nothing whatever would go into the 
first trust ? 


Nature of Data Required 


There is more than arithmetic in- 
volved in an enumeration and evalu- 
ation of all holdings and obligations. 
It must recognize the distinction be- 
tween various types of property and 
give consideration to the income at- 
tributable to each. There must be ade- 
quate familiarity with respect to fam- 
ily relationships and the financial 
position of the parties in interest. 
‘urrent income levels and tax brack- 
ets and accumulated gift tax record 
must be known. Special provisions or 
agreements such as in insurance, busi- 
ness interests and the like must be de- 
termined. The needs and objectives of 
the individuals must be made clear. 

Frequently the CPA will already 
have much of the basic data, accumu- 
lated by him in connection with his 
auditing of the family business, his 
preparation of personal income and 
eift tax returns and other recurring 


eel. 
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engagements. He may have factual 
data on the form in which property 
is held and the existence of restrictive 
agreements, about which the owner 
himself has but a general, and fre- 
quently confused, impression. He 
may have necessary information on 
the manner in which property was 
acquired and its tax cost basis. His 
files may also contain pertinent finan- 
cial data for related members of the 
family. But whether the situation 
is one requiring merely the supple- 
menting of available data or the ini- 
tial accumulation thereof, it is vital 
that adequate factual data be com- 
piled. Whoever is primarily respon- 
sible for the planning must accept 
nothing less. The assembled inven- 
tory of all holdings, obligations and 
other pertinent data may then be 
analyzed. 

Sometimes the most important data 
may be totally outside the area of 
property holdings. Consider the case 
of an individual who had spent a 
period of about 10 years making gifts 
to his wife and children as part of 
his own estate plannine. Upon the 
death of his father, he inherited one- 
half of the estate, cancelling most of 
the benefit of his years of making 
gifts. He would have much preferred 
being passed over and having his in- 
terest go to his children. The attor- 
ney who represented the father knew 
nothing of the son’s financial affairs. 
Neither did he know that leaving the 
daughter’s share in trust for her chil- 
dren did not fit the needs or desires 
of that branch of the family. Due 
to the instability of her children, the 
daughter’s situation would have been 
better served if she were the direct 
beneficiary. The father did not sub- 
seribe to the philosophy of explor- 
ing the preferences of one’s heirs and 
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no one adequately impressed upon 
him, its importance. The CPA who 
was intimately involved in both the 
son’s and daughter’s financial affairs, | 
could, if permitted, have helped to | 
avoid the unfortunate results. 


Analysis and Valuation 


Whether the property is predomi- 
nately listed securities, real estate, 
insurance or an interest in a business, 
necessarily fixes many of the prob- 
lems as well as the solutions. Fre- 
quently the CPA can be helpful in 
the analysis and in determining valu- 
ations. This is particularly so in mat- 
ters involving a business interest, 
since he is most aware of the limita- 
tions of financial statements. 

The valuation of a business inter- | 
est is not a mere academic question | 
at the planning stage. It is not some: | 
thing which becomes a problem only 
after death and only for the purpose 
of tax liability determination. 

Nor do changes in business condi- 
tions or the inevitable presence of 
the element of bargaining in tax valu- 
ations of a business interest, lessen 
the need for or preclude the effective 
use of a present valuation. The busi- 
ness interest will frequently represent 
a major part of the individual’s hold- 
ings. The valuation thereof will to a. 
large extent determine the answer to. 
‘‘what do you have.’’ 

Superficial valuation of a business 
interest may result not merely in in- 
adequate or excessive provision with 
respect thereto. What is far more 
critical, it may result in not planning 
whatever. A substantial undervalua- 
tion may make the problem seem too 
minor to require serious planning; a 
substantial overvaluation may make it 
appear that adequate provision is so 
far beyond reach, that nothing will 
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be done. The problem of valuation, 
therefore, merits the greatest atten- 
tion in considering a business inter- 
est in Estate Planning. 

Don’t labor under the illusion that 
knowing how to read financial state- 
ments and obtaining a certified bal- 
ance sheet and a five year earnings 
summary leads you automatically to 
a valuation of a business. In March 
of this year the tax court had before 
it the valuation of a closely held 
corporation in the estate of one of 
the DuPonts (Paulina DuPont Dean 
—TC Memo Dee. 24, 104). Book value 
was $43.58 per share; reported valu- 
ation in estate tax return was $425. 
Internal Revenue Service determined 
a value of $884.17; three expert wit- 
nesses for taxpayer testified to valu- 
ations of $387, $400 and $462 respec- 
tively ; expert witness for government 
testified to a valuation of $700. I 
should like to quote from the court’s 
opinion: 

‘“We are convinced from the evidence pre- 
sented by both sides that the respondent’s 
determination of a value of $884.17 per 
share is excessive. We are similarly con- 
vineed that the value per share of $425 
used by petitioner’s in their return is 
inadequate. Beyond this, we are at one 
with Justice Cardozo who, in commenting 
upon his early years on the bench, once 
stated that he was much troubled in 
spirit to find how trackless was the ocean 
on which he had embarked.’’ 

But values, though fluid, need not 
be a trackless ocean. It is important 
to recognize that no standard, un- 
varying yardsticks exist. As another 
court (86BTA698) once put it—‘the 
problem . must be solved by the 
exercise of sound judgment through 
the application of a method which is 
fair and proper under the facts and 
circumstances as they may appear in 
each particular case... .’’ The pur- 
pose to be served does not require one 


to be an expert in each type of busi- 
ness encountered, nor necessarily a 
specialist in financial statements. As 
a matter of fact a wholesome skepti- 
cism about financial statements can 
go a long way toward keeping you 
out of trouble. 


Balance Sheet Limitations 


Accomplshing a meeting of minds 
through the use of the written word 
is a difficult problem even in the 
seemingly exact language of account- 
aney. When the CPA certifies that in 
his opinion ‘‘the accompanying bal- 
ance sheet presents fairly the financial 
position of the company’’ the words 
used can well give the erroneous im- 
pression of a representation as to 
value. And yet the CPA intends to 
convey no such connotation. This is 
is even more true since the innocuous 
title ‘‘ Balance Sheet’’ has come to be 
replaced by what is considered the 
more meaningful title “‘Statement of 
Financial Condition.’’? To begin with 
the CPA would like any reader to 
understand that the Balance Sheet is 
not an exact mathematical conclusion ; 
that it necessarily reflects in varying 
measure the elements of judgment, 
approximations and estimates. 

An even greater danger, for our 
present purposes, stems from the 
interchangeability of the words 
‘‘worth’’ and ‘‘value’’ in their com- 
mon usage. When the CPA uses the 
term ‘‘net worth’’? in the balance 
sheet, he would lke the reader to 
know that it need have no relationship 
to the ‘‘value’’ of the company; that 
the capital and liabilities represent 
the funds made available by owners 
and ereditors and that the assets re- 
flect the property acquired with such 
funds. If the last-in, first-out method 
is used for inventories, they may be 
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stated at the price level existing some 
years ago, which may be only a frac- 
tion of current price levels; plant and 
equipment reflect costs prevailing 
when they were acquired and not cur- 
rent value thereof; if a pension or 
retirement plan is in effect, a substan- 
tial obligation of varying degrees of 
certainty may exist with respect to 
past service liability. Useful as the 
balance sheet is as a statement of 
accountabilities, it may be of no ac- 
count as a criterion of current actual 
value. 


Income Statement Limitations 


Similar appreciaton is necessary of 
the fact that the income statement is 
an historical summary of operation 
transactions which have occurred dur- 
ing a stated period of time. It deals 
only with what happened in the past. 
The indicated earnings may reflect 
inventory price fluctuations as well as 
operating results; charges for depre- 
ciation will vary with whether the 
properties were acquired during peri- 
ods of high or low cost and with 
whether or not accelerated methods of 
depreciation are being used; in an 
unincorporated business, no compen- 
sation for owner’s services may have 
been provided for; unusual or non- 
recurring transactions may be re- 
flected therein. Useful as the income 
statement is a measure of what 
transactions took place, it may not be 
a criterion of earning capacity. 

The necessary perspective, then, is 
that the financial statements are tools 
to be used in determining value, 
rather than being determinative 
thereof. The price at which a willing 
buyer would buy and a willing seller 
would sell, both having knowledge of 
all the facts, can be approached only 
in terms of considering many relevant 
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factors and inquiring into the peculi- 
arities of each individual situation. 
The CPA is in the best position to be 
aware of or to assemble a series of 
illustrations ; let me just briefly touch 
on two. 


An Example: Book Value Excessive 


The company had outstanding a 
single issue of 2,000 shares common 
stock of which the interested indi- 
vidual owned one-third. The stock 
had a par value of $100. At the perti- 
nent date the net worth of the com- 
pany was $1,120 per share. The nature 
of the assets was such that the current 
ratio was about two to one, the work- 
ing capital was $595 per share and 
machinery, equipment and all other 
net assets were $525 per share. 

During the five year period preced- 
ing the valuation date, annual earn- 
ings per share had averaged just 
under $100 and annual dividends 


paid had averaged $60 per share. 
Based on then existing investment 


conditions and the above record, the 
$1,120 book value could have been 
construed to be a reasonably fair 
measure of the actual value of the 
stock. 

Collateral inquiry, however, showed 
that the business was of the ‘‘feast 
or famine’’ variety. Its typical cycle 


was made up of extremely profitable 
j 
years and heavy loss years. The five | 


year period under consideration did 
not encompass a full cycle. Expand- 
ing the period to ten years resulted in 


average annual earnings of $80 per 


share instead of $100 and average an- 
nual dividends of $36 instead of $60 
per share. But even more important 
than the operating cycle, was an ob- 
servation which showed that the re- 
corded income was an improper meas- 
ure of earning capacity. For purely 
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personal reasons, having nothing to 
do with the business operation, two 
officials were drawing only nominal 
compensation. The aggregate of all 
officers’ salaries was under $50,000 
per year in this complicated manu- 
facturing and _ selling organization 
having a volume in excess of $5,000,- 
000. By any objective standards, for 
the services required and received by 
the company, its officers’ salary cost 
would have been at least $50,000 
ereater than that reflected in its earn- 
ings. This was equivalent to $25 per 
share. Effective earning capacity, 
therefore, was $55 per share (on a ten 
year average basis) and not $80 per 
share. On a five year basis, it was 
$75 per share and not $100. Com- 
pared with a book net worth of $1,120 
per share, a valuation of $700 per 
share was determined. 


An Example: Book Value 
Understated 


Recently a valuation matter arose 
not from an estate planning problem 
but from a shareholder’s desire to dis- 
pose of his interest. The company had 
a complicated capital structure which 
would make a discussion in terms of 
total value of the minority interest 
less confusing than one in terms of 
value per share of each class of stock. 
The buyer’s representative computed 
average earnings, applied a multi- 
plier and generously offered the share- 
holder $260,000 for his interest. Book 
value of the interest was $375,000. 

Analysis revealed among other 
things that: 

(1) Inventories were in part carried 
at Lifo with the result that they 
were shown in the balance sheet 
at $450,000 less than current 
costs. 


(2) The reserve for doubtful ac- 
counts was excessive by a mini- 
mum of $125,000. 


(3) A new building had been con- 
structed to replace one which had 
been taken over by a government 
unit in a condemnation proceed- 
ing. As a result of the exercise 
of the involuntary conversion 
provisions of the Internal Reve- 
nue Code, the new building was 
carried on the books at $80,000 
below actual construction cost. 

(4) Recently purchased goodwill of 
$75,000 had been written off 
against retained earnings. 

(5) Accelerated depreciation had 
been taken on all fixed asset ac- 
quisitions subsequent to 1953. 

(6) In addition to the affect on earn- 
ings of the inventory, excessive 
bad debt reserve and depreciation 
elements previously mentioned, 
reported earnings were also af- 
fected by the facts that— 

(7) Within one year, officers’ sala- 
ries for the identical group of 
people had jumped from a total 
of $100,000 per year to a total 
of $200,000 per year. 

(8) Within a_ five year _ period, 

$250,000 had actually been con- 

tributed by the corporation to 

a private charitable foundation. 


After adjusting asset values and 
earnings for these and other factors 
and consideration of comparable 
companies for which quoted market 
prices were available, a fair value of 
$750,000 was determined for the in- 
terest for which $260,000 had been 
offered. This price has not yet been 
obtained but negotiations are now on 
much more realistic basis. 
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Relevant Valuation Factors 
in Business Interests 


Many other relevant valuation fae- 
tors in business interests could be 
illustrated, and the following are 
only indicative of some of the con- 
siderations facing the CPA in the 
valuation of a business interest : 


Asset Values, adjusted for significant 
peculiar factors 

Earnings record, adjusted for significant 
peculiar factors 

Nature of business 
therein 

Must the business be liquidated or can it 
continue 

Future prospects 

Marketability 

Price of comparable listed companies 

Condition of investment market generally 

Discount possibly attributable to minority 
holding 

Premium possibly applicable to majority 
holding. 


and relative risks 


Disposition of Business Interests 


Disposition of business interests 
also presents many peculiarities not 
common to other holdings which may 
make up the contents of a prospective 
estate. Whether it is the entire or 
only a partial interest in a business, 
or whether it will automatically ter- 
minate at death or be legally undis- 
turbed, its disposition poses many 
problems not akin to those inherent 
in securities, real estate, insurance 
or other assets. The absence of a 
ready market may mean an inability 
to retain part of such an interest and 
dispose of part of it, in order to 
satisfy debts and other cash needs. 
It may mean an inability to dispose 
of even all of the interest except un- 
der adverse conditions. If from a 
financial standpoint there is no need 
for liquidating, the business interest 
still presents problems in the require- 
ment of active management rather 
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| 
than the passive management re-| 
quired by other types of holdings. It. 
involves highly personal and fre-| 
quently emotional rather than rational | 
considerations. The uncertainty of | 
how soon the gifted son will level 
off, the pride in the family business, | 
the question of future amicable rela 
tionships among survivors—these are} 
but a few of the conflicts which must | 
be resolved. Clearly such matters are | 
personal and individual and lend| 
themselves to no formal treatment. | 
With equal clarity, however, they ac-. 
centuate the need for planning what’s; 
to become of it. Here too the CPA’s} 
objective experience with the people’ 
involved ought not go unused. 

If the business is to be liquidated, | 
the objective of planning must be tot 
permit an orderly hquidation, over; 
an extended period, if necessary. If} 
the business is to continue and they 
estate or beneficiaries of the decedent} 
will retain their interest, there must} 
be sufficient funds for taxes and othe 
needs to carry out the objective. 


More frequently, however, the situ 
ation is one in which it is desired 
that the business continue but that 
the decedent’s interest therein be dis 

| 
posed of. Among the questions whichj 
then arise are: Should it be the otha 
stockholders or partners who acquire) 
the decedent’s interest or the com 
pany itself? Should the obligation to 
sell be optional or compulsory 4 
Should the obligation to buy be op 
tional or compulsory? If the obliga 
tion to buy is compulsory, is there 
sufficient assurance of ability to buyd 
to make the obhgation meaningful * 
Should there be stipulated price, a 
formula, or should price be open? 

Even the provision as to the date 
of valuation can be a factor of tre} 
mendous importanee. Consider thé 
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purchase agreement under which a 
corporation was to buy the holdings 
upon the death of either of its stock- 
holders; the price was to be book 
value at a date three months subse- 
quent to the date of death of either 
stockholder. One stockholder made 
the mistake of dying on February 10. 
Under the agreement, book value was 
thus to be determined as of May 10. 
The business was a highly seasonal 
one and almost totally inactive dur- 
ing the first four months of the year. 
It did no work, had no income but 
merely incurred heavy administra- 
tive and other overhead costs until 
the work season began late in the 
spring. As a result, although the 
book value per share had been $350 
at the preceding year end and would 
probably be about $400 per share at 
the next year end, it was less than 
$200 per share as of May 10. 


Testing Alternative Arrangements 


In some cases a desirable estate 
plan may be apparent to those par- 
ticipating in the work, immediately, 
upon analysis of the facts. In many 
it will be necessary to test alternative 
arrangements, to project the effect 
thereof (tax and otherwise) and to 
consider the prospective results in the 
light of the specific case. For ex- 
ample, there has been somewhat of a 
trend in the direction of having the 
closely held corporation recapitalized 
into preferred and common stocks in 
place of only common. Sometimes the 
object is to reduce the value of com- 
mon to permit its sale to employees 
or its use in making gifts. In other 
eases it seeks to put the stock in such 
form as to permit the preferred to be 
retained by the heirs and the common 
to be disposed of to the active man- 
agement. 


Like many other generalizations 
this frequently does not fit. For ex- 
ample, I recently saw several situa- 
tions in which it was proposed and 
would have been undesirable. In one 
the value of the company would be 
predicated entirely on earnings. The 
remaining value of the common would 
be apt to be but little reduced by the 
issuance of a preferred stock divi- 
dend. In another case the resulting 
fixed capital would be far in excess 
of the normal needs of the business. 
In still another there was considerable 
question as to whether normal earning 
level would be sufficient to cover the 
dividend requirement on the prefer- 
red issue under consideration. 

In any event, planning must not re- 
strict itself to consideration only of 
conditions after the death of the 
testator; it should concern itself also 
with the most effective holding of 
property during his lifetime ; with the 
adequacy of insurance; with the part 
which might be played by profit shar- 
ing or pension plans, key man cover- 
age, deferred compensation and other 
means of conservation. 


Current Gifts 


If current gifts are to be part of 
the plan, consider the cost of the 
property to be subject of the gift. 
Avoid, if possible, using property 
which has appreciated substantially 
in value, particularly if the donor is 
well along in years. This is still true 
even though the donee may now add 
to the cost basis of the property an 
allocable portion of the gift tax paid 
by the donor. This is an extreme illus- 
tration, but nevertheless an actual 
one. A share of stock has a cost of 
$100 and a minimum current value 
of $50,000. If used as part of a 
gift proposed by someone in his 70’s, 
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gift tax would be payable on $50,000, 
but capital gain to recipient (upon 
subsequent disposition) would be 
measured from the cost of $100 plus 
the applicable gift tax which in this 
case was $10,000. The sum of the gift 
tax plus potential capital gain tax, 
in the particular case, would exceed 
the estate tax if the stock were re- 
tained by the donor. Thereafter gain 
on disposition would be based on value 
at date of death instead of the $100 
cost plus gift tax. 


Get Benefit of Full Disclosure 


The undesirability of keeping any 
secrets from the attorney and the 
CPA was emphasized earlier. The 
same is true of the insurance coun- 


sellor and trust officer. Don’t let the 
testator be coy and name an executor 
without telling him about it. Don’t 
ask someone to administer the affairs 
without advance knowledge of the 
instrument by which he will be bound 
or without an opportunity to give of 
his experience. Many corporate trus- 
tees struggle with extremely difficult 


problems which would not exist had | 


they seen the will prior to the dece- 
dent’s death. 
ean assist should have adequate op- 
portunity to do so. 

Only in this way can ‘‘what be- 
comes of what you’ve got’’ be legally 
sound, administratively practical, eco- 
nomically advantageous and humanly 
desirable. 


On “The World’s Biggest Balance Sheet” 


Perhaps the day is far removed when the total financial picture of the} 


Government of the United States can be summarized in a 


appearing balance sheet. 


In short, all those who | 


conventional-} 


But we need not wait for Government to develop such an accounting.| 
Every one of us has a responsibility to examine the strengths and weaknesses} 
of our governmental system from time to time. Only when we are armed} 
with facts, rather than impressions or illusions, can we express ourselves on| 
the course which we would have our Government follow. 

On these two principles—citizen responsibility and a passion for th 
facts—rests our whole idea of democratic government. We have claimed} 
that this is the best of all systems, but we have never claimed that it is easiest. 

And we can learn from history that economie soundness does not guaran 
tee a nation greatness, but that without it no nation can be great. Greatnes 
is our goal. The eyes of the world will chart our progress and judge ou 
endurance. Exuberance alone will not suffice. What is needed is the disposi4 
tion to conserve our resources, to live within our means, and to cultivate aj 
passion for realism. 


Maurice H. Srans 
Ohio Certified Public Accountant 
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To What Extent Should the Account- 
ant Assume Responsibility for Long- 
Form Report Data? 


Long-Form Audit Report 


Responsibilities 


By Russell V Puzey 


Responsibility for supplemental in- 
formation in a long-form audit report 
is often assigned to the wrong person 
by the issuing Certified Public Ac- 
ecountants, by clients and by bankers 
and other interested third parties. 
The purpose of this article is to show 
that if the independent accountant 
performs his audit in accordance with 
generally accepted standards, that if 
his report is prepared in accordance 
with generally accepted standards of 
reporting, and that if he properly 
assigns responsibility for data in- 
cluded in the long-form audit report, 
he will have every reason to issue the 
long-form report as the fountainhead 
of his engagement and of the public 
accounting profession. 


Background 


The format of long-form audit re- 
ports which will be the basis of the 
discussion was developed by Mr. 
A. W. Torbet in 1941. It has since 
been followed by all offices of the 
firm of Frazer and Torbet. Basically, 
the following data are included in the 
order named: 


Our certificate, followed by the three 
basic financial statements (Balance 
Sheet, Statements of Income and 
Retained Earnings) and the Notes 
to Financial Statements. 
scope section which does not go into 
complete detail of the scope of en- 
gagement but does set forth the gen- 
eral nature of our examination, the 
extent of certain tests and a dis- 
claimer of responsibility for in- 
eluded data compiled by the client 
and not subject to regular audit 
procedures. 

Result of operations section which 
usually includes comparative in- 
come statements with supplemen- 
tary data relative to operations. 

Financial data section including com- 
parative balance sheets with a state- 
ment of application and source of 
funds, as well as, financial ratios 
and other data. 

Long-term debt section which 
forth pertinent information §rela- 
tive to long-term debt and shows 
the computations made under terms 
of long-term indenture relative to 
restrictions as to payment of divi- 


sets 


dends, incurrence of debt, etc. This 
section also includes a special cer- 
tification as to compliance of the 
client with covenants included in 
the indentures and the fact that no 
evidences of default are found. 


The balance sheet comments section 
is usually restricted to normal de- 
lineation of the items making up 
the various amounts shown on the 
balance sheet, plus special data 
such as aging of inventories and 
receivables. 


The last section includes schedules of 
income and expenses by classifica- 
tion, plant or company and may 
include analysis of fixed asset 
changes, ete. 


Authoritative Literature 


It appears advisable first to explore 
the basic problems of the accountant’s 
responsibility and of his possible lia- 
bility to those who may suffer dam- 
ages from reliance upon material that 
appears or does not appear in the 
long-form audit report. To under- 
stand these problems there is need to 
explore briefly the general nature of 
the accountant’s lability. 

Authoritative literature relative to 
the public accountants’ responsibility 
and lability includes a book entitled 
ACCOUNTANTS’ LEGAL RESPONSIBILITY 
by Saul Levy and articles in the 
Journal of Accountancy, issues of De- 
cember 1955, March and June of 1956, 
and April 1958. The American Insti- 
tute, published in 1953, a booklet en- 
titled ‘‘Long-Form Practice.’? Under 
date of July 1957, the Committee on 
Auditing procedure of the American 
Institute issued Bulletin No. 27 econ- 
cerning long-form reports. This bulle- 
tin will be discussed somewhat. during 
the course of this article. 
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The following discussion is chan- 
neled into three main subjects, as fol- 
lows: General Nature of responsibil- 
ity; Bulletin No. 27; and, Specific 
Areas of Doubt. 


General Nature of Responsibility 


The general nature of responsibility 
of a practicing public accountant, for 
included data to which he certifies, 
can be segregated into two main cate- 
gories. The first is the responsibility 
to the client and the second is respon- 
sibility to third parties. The two are 
considerably different. The relation- 
ship with the client is contractual in 
nature. In other words, there is a con- 
tract to perform an audit engage- 
ment. 

This contract may be written, oral 
or merely implied through perform- 
ance of the engagement for a fee. All 
are about equal in effect. Under that 
contract certain duties must be per- 
formed and the audit must be made 
in accordance with generally accepted 
auditing standards unless there are 
specific understandings to the con- 
trary. Each practicing accountant is 
familiar with the ten basie auditing 
and reporting standards, which need 
not be discussed here. If an audit is 
conducted in accordance with those 
standards then the accountant is in 
a strong position as concerns his con- 
tractual relations with the client. The 
client is in a stronger position to ob- 
tain damage than is the third party 
because of the contractual relation- 
ship. This explains why the client is 
more apt to obtain damages resulting 
from failure to find defaleations, 
failure to report gross errors, or fail- 
ure to call attention to material items 
affecting the credibility of the finan- 
cial statements as a whole. 


THE ILLINOIS CPA / SPRING, 1961 


Neen nn nn ne EE UU EEE EEE SUIS EESSEESIEEEIE SEES ie 


The chent usually recovers under 
gross negligence and does not neces- 
sarily have to prove fraud on the 
part of the accountant. Gross negli- 
gence is usually roughly defined as 
expressing an opinion on the basis of 
an examination so flimsy that there 
could not possibly have been an in- 
formed opinion. Neither a client nor 
a third party can recover from the 
accountant if the failure to disclose a 
material fact results from honest er- 
rors in judgment after the accountant 
has made a thorough investigation of 
a particular situation on which that 
judgment was based. 


Finally, the financial statements 
are the statements of the clients which 
the accountant believes to be true as 
a result of his independent examina- 
tion but not of his own particular 
knowledge. In other words, the ac- 
countant does not create the state- 
ments from his knowledge, but does 
believe they are materially correct 
from the tests he has made. 


Third parties may sue the account- 
ant for fraud when such third parties 
rely upon certified statements and 
those statements turn out to be faulty 
or misleading. Generally, it may be 
stated that actual fraud must be 
proved, but very few instances of 
actual fraud have been sustained. 
Actual frauds that have been proved 
have usually been in connection with 
income tax preparation. However, in 
the absence of actual fraud the ac- 
countant may be found liable for dam- 
ages to third parties for inferences of 
fraud. Inferential fraud is charged 
if the accountant was so neghgent in 
the conduct and extent of his work 


and if his departures from normal 
procedures were so gross as to raise 
the inference of fraud. In such eases, 
he can be held liable in the same 
manner and to the same extent as if 
actual fraud had been exercised. 


Basically, inferential, or construc- 
tive, fraud means that the accountant 
has issued an opinion or a judgment 
on the basis of an examination so 
inferior that there could not be any 
possible basis in fact for that judg- 
ment. If the accountant had followed 
the generally accepted auditing stand- 
ards and had exercised his judgment 
on the basis of the work performed 
under such standards, he could not be 
held responsible for an honest error 
in judgment because he would have 
had a sound basis for his judgment. 
However, if he refused to see the ob- 
vious or investigate the doubtful on 
items of material consequence such 
oversights may lead to inference of 
fraud. Here again, if this happens it 
would result in a departure from the 
ten audit standards. It should be em- 
phasized that merely following the 
standards of auditing procedure is 
not enough; the accountant must fol- 
low the standards of reporting which 
inelude the disclosure of all material 
facts dealing with the credibility of 
the statements being reported upon. 

Finally, under this facet of the 
responsibility of the accountant, I be- 
lieve the accountant must not hesitate 
to aecept responsibility ; he must not 
hesitate to insist to the chent that his 
fee will be sufficient to cover the scope 
of work necessary to conform to ac- 
cepted auditing standards. Lastly, he 
must insist upon the reports being 
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prepared in such a way as to agree 
with accepted reported principles and 
standards. Certainly, the client and 
the public should never have the im- 
pression that the profession is trying 
to dodge responsibility, or that cer- 
tificates rendered by members of the 
profession are not based upon sound 
judgment. The profession must con- 
stantly stress that rendered judg- 
ments are based on sound and gener- 
ally accepted standard auditing prin- 
ciples and reporting practices. 


Bulletin No. 27 


The statements on auditing proce- 
dure in Bulletin No. 27, as issued by 
the American Institute of CPA’s, are 
concerned primarily with two prob- 
lems. The first of these concerns the 
responsibility for data included in 
long-form reports over and above the 
basic financial statements taken as a 
whole, and the second deals with the 
problem of issuance of concurrent 
long- and short-form reports relative 
to the same engagement. According 
to this bulletin many long-form audit 
reports include the usual short-form 
type of auditors’ opinion specifically 
covering the current year’s basic fi- 
nancial statements, but without spe- 
cific reference to other data included 
within the report. As a result no dis- 
tinction is made between data covered 
by the auditors’ examination and data 
which may not have been examined by 
him but which is included in the 
long-form report. This may lead to 
an inference that the accountant as- 
sumes more responsibility than was 
his intention for such included data. 

Bulletin No. 27 may be quoted di- 
rectly as follows: ‘‘It is the opinion 
of the committee that, in the absence 
of a statement by the auditor to the 
contrary, it may be presumed that 
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he assumes responsibility for such 
other data in the long-form report, Vy 
the same degree that he does for in-' 
dividual items in the basic financial 
statements; that is, that they are 
fairly stated in all material respects. 
in relation to the basic financial state-| 
ments, taken as a whole.’’ The com-, 
mittee goes on to state generally that 
the auditor may wish to clarify his 
position in respect to the foregoing) 
with a brief statement in the com-! 
ments or in a scope section of the 
long-form report explaining that his: 
examination was made primarily for} 
the purpose of formulating an opin-| 
ion on the basic financial statements) 
taken as a whole (Balance Sheet, In-) 
come and Retained Earnings State-} 
ments, including Notes to Financial 
Statements) and that the other datas 
included in the report, although noti 
considered necessary for a fair pre4 
sentation of the financial position andj 
results of operations, are presented 
primarily for supplementary analysis 
and historical purposes. He woul 
then state that they have either bee 
subjected to the audit procedures ap 
plied in the examination of the basic) 
financial statements and are, in his 
opinion, fairly stated in all material] 
respects relative to the basic financia 
statements taken as a whole, or that 
they have not been subjected to the 
audit procedures applied in the ex 
amination of the basie  financia 
statements, stating the source of in- 
formation and the extent of hig 
responsibilities assumed, if any, fo: 
the various data included. The ob- 
ject here is to maintain a clear-cut 
distinction between the management’ 
representations and the auditor’s rep, 
resentations as to the included data 


When a long-form report is issuec 
concurrent with a short-term repor 
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it is essential to determine whether 
the long-form report contains data, 
the omission of which from the basic 
financial statements would support a 
contention that the basic financial 
statements were misleading because of 
inadequate disclosure of material facts 
known to the auditor. The auditor 
must also determine if such data lend 
themselves to the contention that they 
constitute exceptions or reservations 
as distinguished from mere explana- 
tions of the basic financial statement 
items. This particular problem deals 
primarily with the standards of re- 
porting and not necessarily with the 
standards of auditing. In other words, 
af the principles of reporting were 
followed in the basic financial state- 
ments for all material matters, either 
im statements or as footnotes thereto, 
there would be little to fear relative 
to any data included in the long-form 
report. However, if the data were 
omitted from the basic financial state- 
ments because the accountant’s judg- 
‘ment was based on a flimsy examina- 
tion, and subsequent examination 
indicated that an exception should 
‘have been taken and that exception 
is included in a concurrent long-form 
report without recall of the previously 
issued and concurrent short-form re- 
port, then the accountant is in serious 
‘trouble. This is true because the 
long-form report destroys the validity 
‘of the opinion rendered on the basic 
financial statements in the short-form 
‘report. 

_ Apparently this all comes back to 
the basic concept of the auditor’s 
responsibility that if he follows gener- 
ally accepted standards of auditing 
performance and reporting require- 
ments he has nothing to fear in his 
reporting practices so long as the 


basic and material items are fully ex- 
plained in the basic short-form state- 
ments. In other words, the reader 
should have generally the same im- 
pression of the financial condition of 
a company after reading a short-form 
audit report as he would have after 
reading a concurrent long-form audit 
report covering the same basic finan- 
cial statements. 


Another question explored in Bulle- 
tin No. 27 concerns whether the long- 
form audit report taken by itself 
contains other financial data in such 
form as to support a contention that 
the auditor has made factual repre- 
sentations with respect to the finan- 
cial statements or books of account 
rather than expressed an opinion on 
financial data consisting of manage- 
ment representations. Management 
has the basic responsibility for the 
financial statements and the auditor’s 
representations are confined to his 
opinion on such statements. Under 
this generally accepted and under- 
stood concept, the auditor is express- 
ing his professional opinion and is 
certifying to facts true to his own 
knowledge. This same basic concept 
underlies the long-form audit report 
and draws the attention of each to 
the need for careful preparation of 
such reports so that it:is made clear 
that he is expressing therein the same 
type of professional opinion as he 
expressed in the short-form audit re- 
port. He should not hesitate to assume 
responsibility when he is qualified, by 
the scope of his examination, to be- 
lieve that data is fairly stated in 
relation to the basic financial state- 
ments taken as a whole. On the other 
hand, he should not hesitate to dis- 
claim responsibility for statistical 
and other data which are included 


LONG-FORM AUDIT REPORT RESPONSIBILITIES / PUZEY 21 


at the request of the client but which 
have not been verified within the 
scope of the accountant’s audit fune- 
tions. The long-form audit report is 
a mark of distinction for the pro- 
fession. It is a challenge to the 
profession and is a definite asset to 
the client and to those whom he may 
furnish copies, provided the report 
was prepared carefully and is the end 
result of professional skill and judg- 
ment. It is the report of a personal 
service of a highly technical nature 
rendered to the client and, therefore, 
should be made as readable and at- 
tractive as possible. 


Specific Areas of Doubt 


Some of the areas of doubt wherein 
comments included in the long-form 
report may reflect upon the material- 
ity and credibility of the basic finan- 
cial statements can be illustrated as 
discussed below. 

If material items are disclosed in 
the comments dealing with the matters 
enumerated below, the accountant’s 
judgment might be severely chal- 
lenged if they were not also included 
as part of the basic financial state- 
ments. Only balance sheet items are 
discussed, as the income items would 
be the subject of another article at 
least as long as this one. 

The following items are certainly 
always of concern and if material in 
amount or effect should be disclosed in 
both long-form and short-form audit 
reports and if disclosed only in the 
long-form report and if material, the 
accountant should be in trouble: 
Cash—If restricted or reserved but 

not segregated, 

Securities 
cash. 


In addition, whether or not 


99) 


aa 


Same consideration as for 


they were pledged and market vali 
in relation to balance sheet valul 


Receivables—Pledged or  assigne? 
disclosure of collection  failuré 
through aging, large doubtful al 
counts, comments on reserves @ 
collectibility of specific accounts ¢ 
over-all, and foreign accounts. Th 
latter is particularly applicable jj 
cases where there are sales in fo} 
eign countries undergoing interns 
political upheavals. 

Inventories—A whole series of jud:! 
ments must be exercised relative } 
inventories including wee! 
relative to slow-moving stocks; o} 
solete stocks; finished or sub-assa 
blies or unusual accumulation « 
finished goods; location of invei} 
tories consigned or pledged; larg 
orders not delivered; delineation! 
as to finished, in-process and ra| 
stocks; inelusion of overhead an 
labor or method of computing valu 
and, whether LIFO or FIFO « 
some other basis is used in pricin; 

Fixed property—Adequacy of depr 
ciation, specific condition of pro 
erty or locations leading to doub 
ful values. 

Deferred charges and eredits—Juds 
ments as to the adequacy of insw 
ance coverage, amortization an 
capitalization and _ capitalizatio 
policies. 


Liabilities—Aging of payables; di 
closures of large indebtedness 1 
individuals or stockholders; pr: 
payment on orders; status of ta 
examinations. 

Long-term debt—Restrictions relati 
to dividends, debt and working ea’ 
ital under long-term debt inde 
tures are particularly troubleson 
as the necessity for disclosing the 
may depend upon the condition | 
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the company and the relative near- 
ness of the operation of the restric- 
tions. 


lapital—Often there are found re- 
strictions as to ownership or sale of 
| capital shares or restrictions on re- 
tained earnings for various reasons. 
fontingencies—There always are 
' questions arising relative to mate- 
_rially contingent assets or liabilities 
or commitments not in the ordinary 
course of business. 


F With a little reflective thinking 
elative to each of the above, one can 
asily imagine a great many instances 
where data included in a long-form 
udit report might greatly influence 
' reader over the information gained 
rom the basic financial statements. 


| 


| 
! 
' 


Aesponsibility for Data Included 


The assignment of responsibility 
or data included in the long-form 
‘eport is often a problem. A few bal- 
mee sheet items may be listed to illus- 
rate this problem. The principle in- 
‘olved is that the accountant must 
ake responsibility for those things 
hat the accountant is responsible for 
r he must disclaim responsibility 
vhere the included data are the cli- 
nt’s and have not been audited. 


teceivables—Aging, number of days 
sales included, post balance sheet 
collections. 
nventories—Classifications as to sala- 
bility or usability, aging, obsoles- 
- cense allowances, discontinued mod- 
els, usable work in process. 
Jetailed fixed property additions. 


Jetailed schedule of expenses or in- 
come by produet class, by location 
or by properties. 


Data relative to number of employees, 
hours worked, number of stock- 
holders, et cetera. 


Summary 


Public accountants have a weleomed 
and ever-growing responsibility, a 
contract with a client, a responsibility 
to third parties who rely on certified 
data, and a responsibility to them- 
selves to follow generally accepted 
standards and to make those stand- 
ards generally known. We should 
freely assume the responsibilities that 
are ours. If we follow generally ac- 
cepted standards of field work and 
reporting with a clear delineation of 
responsibility for meluded data in 
our reports we have nothing to fear 
from long-form audit reports. Fi- 
nally, let us push the long-form audit 
report as the icing on the cake for 
our profession. It serves a real pur- 
pose for the chent, the credit grantor 
and any interested third party. It is 
a wonderful tool to improve and up- 
hold audit standards and reporting 
principles. Long-form reports are, 
through their preparation, a most use- 
ful and thorough training medium 
for the advanced staff. Finally, they 
improve the supervising partners’ un- 
derstanding of the client and are, 
therefore, often the wellspring for the 
offering of needed services to the 
chent. 

Do not let us, as a profession, be- 
come too cost-conscious, too much in 
a hurry, or delegate our responsibili- 
ties so far that we cannot write a 
long-form report. Rather, let us em- 
brace the idea and build our profes- 
sion around the basic core of all our 
worth—an informed sound judgment 
of the financial statements and of the 
company. 


LONG-FORM AUDIT REPORT RESPONSIBILITIES / PUZEY 23 


—— hus 


~- 5 pan ana comes asin FUIpiss “f° Ssusiney [1UB HS) Rel 4304 


Sys pue ‘Jeinsbal “WeYyuiy “A 087: BI ishopy yu udi es sBay “US 38 fiwiuies- qhs ‘ueUTieys “USUIpIs 
“Buiuuelg syuaaqz [eI90g uo se}4!WWOD-qng ‘ueWIeEYD ‘UeWIYOLY “WV puowhey tueWdIeYys ates APIS) °S pseyory 


POOHIWWOD SOIPET 'UPUIEYD 'ZpINeA| OPjEAA “FZ “SIP| tApOIGNg Y Buipulsg uo sasjimwosd-qng ‘ueWIeEYD 'Maig “Y "AA (44BI4 OF 4401) Mos fuosy 
0961 ‘6Z Jequia2eq UO Sadi}jo sA}aln0g ey} Ul Uaye} SEM adnjo1d aAoge ayy *AJo}sIYy a4nfi}suj Ul Buijeaw jnysseoons fsow 
ayy Joy Buluuejd si '; saquaronjn—gz 10qG0}90 ‘oBeoiys ul pjay eq of Bulpaawy jenuuy 1961 VWdOIY P44 410} eafpiWWOD Buleatg sApeioog ayy 


ONAN IWANNV WdOl¥ JHL YOsd FALLINWOD ONIYAILS 


ewe 


Perimeters 


It is certainly amazing, if not al- 
ogether staggering, the amount of 
nowledge the human mind perceives 
md judges, retains and discards, in 
he course of even a relatively quiet 
yorking day. 
The successful practitioner long 
igo learned that the seemingly rudi- 
nentary ability of how to read must 
ye highly refined and regulated by a 
‘killful awareness of not only what to 
ead but where to read it. This has 
yecome a business fact of life. 
Proficiency with the tools of one’s 
yrofession is not enough. Similarly, 
he old adage, ‘‘if you want to get a 
job done, do it yourself,’’ is not nec- 
sssarily applicable to all situations of 
ate. There are perimeters. It is true, 
1owever, that the self-same perimeter 
vf professional development contain- 
ng the advancement of a lone indi- 
ndual expands considerably in the 
resence of a group wholly dedicated 
0 a common cause. 
~The group satisfies our need for an 
xchange of ideas. The benefits ac- 
Tuine to its members are often de- 
eribed as intangible. However, the 
tate society member who has self- 
essly devoted time and energy to his 
rroup can certainly measure his ef- 
orts in terms of tangible results. So, 
00, the member of the Institute and 
© much more so the member of both. 
The certified public accountant who 
xtends the perimeter of his profes- 
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Is Service to Your Profession of Any 
Value to You? 


sional usefulness through active and 
self-sacrificing devotion on the local 
level is obviously the kind of man 
equally concerned with the kind of 
representation his profession enjoys 
on the national level. He is also the 
kind of man who appreciates the 
facilities of a truly large organization 
and realizes that the progress of any 
profession is in direct proportion to 
the contribution of each member of 
the body. This behef was generously 
supported in a recent letter from an 
AICPA member who is also a past 
president of his state society. 

‘‘For many years, I confess, I took 
only slight interest in AICPA and 
State Society affairs. 

‘< .. About five years ago I was 
elected president of the State Society. 
... After my year as president, I was 
amazed to find that my practice had 
suffered not at all—in fact, my gross 
receipts and net income both rose 
sharply over the prior year. 

‘¢ ..The AICPA annual meeting 
was another eye-opener... the papers 
which were presented had plenty of 
meat in them for practitioners in any 
size office...the informal exchange 
of ideas outside of the meetings them- 
selves was even more useful. qT 
found that all of us faced similar day- 
to-day problems—no matter where we 
practiced or what size our offices were. 

‘« | .. [have attended every succeed- 
ing annual meeting... reasons may be 
summarized as follows: 


“1. The acknowledged leaders of 

our profession are invariably in at- 

tendance. ... From these men I can 

(and do) learn much. 

“<9 _..T return full of new ideas 

and with different perspective. 

‘«2 First-hand knowledge of things 

to come can be obtained only by 

such meetings, and permits me to 
direct my own future accordingly. 

‘‘4. When the affairs of my cli- 

ents require services in other cities, 

my acquaintance with CPAS in all 
parts of the country is exceedingly 
helpful. 

cc Annual meeting attendance is 
even more important to local practi- 
tioners than it is to CPAs affihated 
with large national firms. CPAs in 
large firms receive many of the bene- 
fits I have enumerated from intra- 
firm meetings and communications. 
The smaller firm, however, must rely 
on contact with other firms for a fresh 
look at itself and its problems.’’ 

The American Institute of CPAs is 
your national professional organiza- 
tion, and enjoys as a whole the pri- 
vate abilities of tens of thousands of 
its members. Its services range from 
pubheations to education, to research, 
technical services, improvement of 
standards, rules of professional con- 
duct and ethics, a national public 
relations program, and more than 
seventy-five working committees cov- 
ering every area of influence wherein 
the rights and duties of the CPA must 
be maintained, i.e., Relations with the 
SEC, the ICC, the Bar, Small Busi- 
ness Administration, Federal Taxa- 


The foregoing article is based upon a letter received from an AICI 
member who is also a past president of his st 
interesting because it is true, | 


tion, Cooperation with Bankers, any 
State Legislation, to name a few. 


The Institute works in cooperatic 
with state societies for a stronger ani} 
better profession. Its members bl! 
lieve that it has something worthwhi| 
to offer you—the ‘‘where to read it 
kind of help we discussed earlier. Ui 
fortunately, however, many thousanc 
of words written and spoken in suj 
port of professional unity all too ofte 
fall upon deaf ears. Perhaps it woul) 
be fitting to close with a further e: 
cerpt from the letter quoted earlies 

‘“‘To give you a graphic picture ¢ 
what has happened to my practid 
during the last five years, let me gin 
you a ‘before and after’ profile—b} 
fore and after I discovered the elix} 
of professional awareness, that is. 


Gross Income up 170% 
Net Income up 110% | 
Total Staff up from 4 to 16 


‘‘All this occurred during a peric 
in which I spent substantial time i 
state society activities (as preside 
director and committee member 
several committees) and in AICP 
activities (as member of Council, « 
several committees and of the spea. 
ers. bureau). Unfortunately, @ 
greatest effect may not be measure 
in percentages. That effect is t 
change in my own mental attituc 
and outlook. From a condition «+ 
relative lethargy, I found myse 
swept into the mainstream of dynam 
changes occurring in our professio 
Having sampled the spring tonic + 
awareness and its exciting effects, | 
could never be satisfied to go back | 
my old dull existence.’ 


| 
| 
| 
| 
| 


ate society. It is particula: 
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3y Ralph H. Bearden 


_ Our firm, as the result of an article 
m the may, 1959, JOURNAL oF Ac- 
;OUNTANCY, decided to venture into 
he field of punch tape accounting. 
Ne ordered two punch tape account- 
ng machines, delivery of which was 
promised in July, 1959, but not re- 
eived until January, 1960. In the 
nterim, a temporary machine was 
upplied in September of 1959, so 
hat we could start processing work 
ecumulated. 

While waiting for the machines, 
ve devised a chart of accounts that 
neluded all account titles applicable 
0 our various clients, pre-numbering 
he accounts therein and coded the 
lata to be processed while awaiting 
he arrival of the punch tape ma- 
hines. 

. After one year of experience in 
his field, we have decided to abandon 
yunch tape accounting temporarily. 
Chis decision does not imply that 
munch tape accounting has no place 
na C.P.A. office, but it is our opinion 
hat at the present time, the detri- 
nents outweigh the benefits for the 
ollowing reasons: 

1. Delay in Processing Tapes. The 
ervice center attempted to schedule 
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One CPA Firm's Experience With 
Punch Tape Accounting 


Experience With 
Punch Lape Accounting 


work by individual C.P.A.s and not 
by C.P.A.s as a class. This resulted 
in a contract providing for two sery- 
icings per month with a set-up charge 
for additional services. To provide 
the kind of service to which our eli- 
ents had been accustomed, the costs 
appear to be prohibitive. We tried 
various combinations of bi-monthly 
schedules and found that no matter 
what combination was devised, some 
chents during the month did not meet 
the deadlines and as much as three 
weeks elapsed from the time data was 
given our office until a finished report 
was delivered to the client. We also 
found that with utmost cooperation 
from the chent, the fastest we could 
deliver a report via punch tape ma- 
chine accounting was a week to ten 
days. Our chents were most unhappy 
with the time delay. 

2. Difficulties Encountered im Cor- 
recting Mistakes. We found that fre- 
quently two months were necessary to 
correct the mistakes made in accumu- 
lating data for processing. If a wrong 
code number was used by the chent 
or our staff, it was frequently dis- 
covered too late to correct in the next 
month’s accounting run and the error 


had to be corrected in the second 
run following. This caused numerous 
memoranda type adjustments in the 
intervening months and wasted a con- 
siderable amount of time on the jobs. 

3. Difficulty Encountered at End 
of Year Closings. Many of our cehents 
do not provide inventories, accounts 
receivable or accounts payable imme- 
diately upon close of the fiscal year. 
Frequently, inventories were taken 
at the date of closing but priced and 
extended at later dates by the clients’ 
employees when it would least inter- 
fere with their regular work. It is 
not uncommon for a client to fall two 
or three months behind at the close 
of his year. If we attempted to catch 
up on a month by month basis through 
the punch tape machine, we found 
it would take six months to catch up 
a chent who had fallen behind three 
months. The answer to this situation 
was to process transactions monthly 
without an opening balance sheet or 
to catch up the work in one lump, but 
either solution required spending ex- 
tra time on the job. 

4. Employee Fatigue. The punch 
tape attachment sounds like a machine 
gun operating in the office. This noise 
was partially eliminated by putting 
the machine and operator in a private 
office to which the door was closed, 
but the machine noise was responsible 
for an excessive amount of employee 
fatigue. We found that the efficiency 
of a person’s work decreased sharply 
after the first hour of running the 
machine and after the second hour, 
efficiency decreased to the point that 
the work almost had to be entirely 
redone. It is our opinion that no em- 
ployee should be scheduled for more 
than a one to one and one-half hour 
shift each morning or afternoon. 
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5. Employee Antagonism Towa 
Machine Accounting. We found th 
the punch tape machine being ne} 
there was a natural antagonism ai 
resentment arising among our e} 
ployees. This antagonism and resey) 
ment, coupled with the difficulties | 
correcting errors, caused the emplq 
ees to blame human errors on t 
accounting machine in conferenc 
with a client. Such action resulted | 
certain clients demanding that thi 
be taken off from the punch tape nj 
chine where their demands were 1} 


warranted. 


6. Clients Not Suited to Punl 
Tape Machine. Only certain types | 
our clients are adaptable to the n 
chine operation, these being the : 
called ‘‘clean’’ accounts. It is ma 
difficult to process information f 
clients whose records are not up | 
date and fairly accurate and up 
which the coding has not been acc 
rately maintained. On our more d 
orderly clents, machine producti 
would constantly be delayed while t 
operator attempted to obtain inform 
tion from the clent and turmoil 
sued. 


7. Difficulty im Analyzing Corte 
Accounts. We have had several occ 
sions to attempt to analyze cert 
accounts for clients or Internal Rey 
nue Agents and found that the reco 
produced by punch tape account: 
showed disbursements or purchas 
by folio and amount thereof, but the 
was no ready identification of t 
folio. When working from han 
written records, the vendor or pay 
frequently discloses the informati: 
desired in analyzing the account 
question, but with the punch ta 
machine, it was necessary to look 1 
the check or voucher to ascertain t 
needed information. By the time > 
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tempted to analyze said accounts, 
us original posting information had 
en returned to the client’s office 
1d was sometimes not available or 
fficult to recover. I can anticipate 
‘eater difficulty will be experienced 
_attempting to analyze records three 
five years old. 

8. We were advised that it would 
» extremely impractical to make one 
m of data and prepare subsidiary 
cords therefrom. This approach is 
‘tremely impractical, as it appears 
the writer that the processing cen- 
r should be able to prepare accounts 
eeivable, accounts payable and/or 
st records from a single run, de- 
ending upon the wishes of the client, 
ithout the necessity of an involved 
t-up. The set-up charges proposed 
hen this was requested from our 
dsting service facilities was pro- 
bitive and discouraged several cli- 
its from having records processed in 
is manner. 


The above defects are not insur- 
ountable, but they present problems 
' which ready solutions have not 
en found at this date. We feel that 
ectronic computers are capable of 
oducing better results than mechan- 


ical processing, but at the present 
time the rental of an electronic com- 
puter is too great to be available to 
a small firm. 

It is our recommendation that there 
is a place for punch tape accounting 
in the C.P.A. office, but the processing 
should be done by a service center 
operated by C.P.As. for C.P.As. It is 
our suggestion that the Florida Insti- 
tute of C.P.As. could operate a sery- 
ice center for the processing of mem- 
bers’ work on a fee basis whereby the 
chart of accounts would be standard- 
ized, the problems of one C.P.A. could 
be solved in common with other 
C.P.As. and personnel be employed 
with enough accounting background 
to anticipate the problems of C.P.As. 


It has been rumored that the Uni- 
versity of Miami is going to conduct 
a class in electronic computers and it 
is entirely possible that the F.1.C.P.A. 
could operate their cooperative service 
center with the University of Miami 
using the University students as oper- 
ating personnel. This matter has not 
been discussed with the University 
and the writer is not aware of what 
reaction the University would have to 
such a suggestion. 


ee 
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Are Good Accountants First of Al 


Good Bookkeepers? 


Don't Disparage the Bookkeeper 


By Leonore Cann 


Have you observed the lack of 
knowledge prevalent among account- 
ants today concerning effective book- 
keeping techniques? I have, and I 
consider it unfortunate. To some ex- 
tent this trend is due to the replace- 
ment of manual record keeping with 
more modern mechanical and _ elec- 
tronie procedures. The price we pay 
for this form of progress is the grad- 
ual elimination of an important phase 
of training for our bright young ac- 
countants coming into the profession. 
Tn too many cases the only experience 
the young accountant has with the 
practical problem of bookkeeping is 
the limited academic knowledge he 
acquired with practice sets during his 
school years. 

A knowledge of good bookkeeping 
techniques is important to an aecount- 
ant regardless of his specialty. An 
auditor with bookkeeping experience 
will generally display far more in- 
ventiveness and imagination in his 
approach to an auditing assignment 
than will an otherwise equally quali- 
fied staff man. Many accountants 
working with income and estate taxes 
possess an excellent grasp of tax laws 
and their interpretations, but they 
are clumsy in their attempts to trans- 
late their knowledge into debit and 
credit terms. As a result the effec- 
tiveness of a brilliant piece of research 
can be lost in programming. Finan- 
cial planning and budgeting are de- 
pendent upon financial records pro- 


duced by bookkeepers (be they in| 
man or mechanical). Obviously, 
basic data is incorrectly accumulate 
and assembled the results can be mi} 
leading or incorrect, and decision} 
based thereon may prove unfortunat! 
It is in the management servied 
area, the field of systems plannin{ 
that the need for bookkeeping expel 
ence in addition to theory becom, 
most apparent. The small busines 
man now turns to his accountant mo} 
frequently than ever for assistance ~ 
this field. Creativity, imaginatio} 
and ingenuity are certainly require 
of the accountant who engages in t 
field. Generally the managemel 
services field attracts the accounta 
with a flair for detail as opposed 
the research minded accountant. (1 
cidentally, please do not confuse t 
word ‘‘detail’’ with the word ‘‘ro 
tine.’’ There is vast difference in t 
meaning of the two words.) 
Bookkeeping experience tends 
sharpen an accountant’s talent f) 
detail thinking. The importance 
this quality is most apparent whe 
it is lacking. I am sure you hal 
encountered so-called ‘‘accountant: 
(usually not C.P.A.s) at various 1 
els in both public and private practii 
who can discuss accounting in a me 
effective manner. We are impressé 
Not until we get into some of thé 
work, delve into some of the recor 
they have designed or supervised, 
we become aware of their inadeq 
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eles. They design forms and write up 
procedures. Unfortunately, when 
their plans are put into practice they 
become unwieldy and often extrava- 
gant in application. The client is un- 
happy, his employees are disgruntled, 
and the accountant cannot compre- 
hend why no one understands him. 
Personalities are important in such 
situations, of course, and other factors 
are involved, but all too often the 
problem stems from inadequate ex- 
perience with actual bookkeeping 
bechniques. 

Personally, I should like to see the 
title of ‘‘bookkeeper’’ regain some 
status. In the field of private account- 
ine the description of ‘‘bookkeeper’’ 
used to carry some sense of dignity 
and importance, and rightly so. The 
pookkeeper was one who kept the ac- 
eounts and the books. The clerk and 
ashier, also processed basic records 
Buch as invoices, collections, and ar- 
ranged payments to creditors. In 
many instances they carried their 
Hluties into the preparation of books 
bf original entry from which the 
pookkeepers made their entries. 

The complexity of modern business 
hnd tax requirements has made the 
palents of the old time bookkeeper in- 
adequate. As a result many book- 
ceeping functions have been absorbed 
yy the administrative accountant. In 
the meantime the clerk, aspiring to 
higher job classification, now refers 
‘0 himself as a bookkeeper. The title 
pf ‘‘bookkeeper’’ now has a rather 
buzzy meaning. Its former signifi- 
tance has disappeared. In the eternal 
itruggle for prestige and pay check 
he employee who was formerly classi- 
lied as a bookkeeper now refers to 
nimself as an accountant. Some ac- 
sountants accelerate the confusion by 
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referring disparagingly to bookkeep- 
ers as if they were inferior creatures. 

In the process of downgrading the 
title of bookkeeper we also tend to 
downgrade the sound procedures and 
techniques he developed. Certainly 
the quill pen, the eye shade, the high 
desk, and revolving stool are quaint 
relics of the past. Now we have won- 
derful new mechanical and electronic 
tools to assist us in performing book- 
keeping operations. But the theory 
of double entry bookkeeping has not 
changed. A basic ‘“‘T’’ account can 
still be most useful in helping us to 
analyze a complicated transaction. 
The importance of planning the se- 
quence in which source material is 
recorded, the wonderful shorthand of 
an indentation or an underscore prop- 
erly placed, the effectiveness of a well 
designed chart of accounts in provid- 
ing management with analytical in- 
formation supplementary to the basic 
records but integrated with them, the 
importance of handling and directing 
the flow of paper, the uses of filing 
techniques, an awareness of how 
transactions originate, the practical 
problems encountered in preparing 
and recording basic data, the ability 
to transmit instructions effectively to 
those who carry out the actual work- 
ings of a system—all these qualities 
are enhanced by some practical en- 
counter with actual bookkeeping ex- 
perience. 


It is a function of the accountant 
to analyze and interpret results from 
records produced by bookkeepers. He 
can do this most effectively if he 
understands how such records were 
prepared. It therefore behooves a 
good accountant to know how to be a 
good bookkeeper. 
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A Guide to Developing a Proaear 
For the Audit of Municipalities ij 


Illinois 


Check List for an Audit — 


Of an I llinots 
Municipa / ity 
By Donald S. Skinger 


Many municipal officials have 
asked, ‘‘ What audit procedure should 
be followed by a certified public ac- 
countant when he examines the books 
and records of an Illinois municipal- 
ity?’’ The following check list may 
be used as an answer, in a general 
manner, to that question. (This check 
list may also be found useful in the 
audit of other taxing bodies.) It 
should be understood that this cheek 
list while intended for use in all sized 
municipalities (except Chicago) is 
only a broad guide and is not to be 
substituted for that most important 
factor, the judgment of the certified 
public accountant performing the ex- 
amination. In certain municipalities 
it will be found that many sections of 
the check lst may be eliminated, 
whereas in other municipalities ex- 
pansion of many sections may be 
desirable. An examination of the 
check list as related to your munici- 
pality should indicate the extent of 
testing and sampling necessary to en- 
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able your auditor to express an opi} 
ion as to: 


1. The fairness of the financial stat 
ments which present: 


a. The financial position of al 
fund. 


b. The results of financial oper 
tions for each fund. | 


2. The propriety of accounting pol 
ciples followed. The American If 
stitute of Certified Public Accom 
ants has distinguished betwe} 
auditing standards and auditii 
procedures. For the informati/ 
of municipal officials who 
called upon to select an audite 
the statement on standards is p 
sented. 


| 
General Standards 


1. The examination is to be p4 
formed by a person or persd 
having adequate technical traini. 
and proficiency as an auditor. | 


ID 
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. In all matters relating to the as- 
- signment an independence in men- 
tal attitude is to be maintained 
by the auditor or the auditors. 


Due professional care is to be exer- 
cised in the performance of the 
examination and the preparation 
of the report. 


tandards of Field Work 


The work is to be adequately 
planned and assistants, if any, 
are to be properly supervised. 
There is to be a proper study and 
evaluation of the existing internal 
control including a study of the 
financial organizational structure, 
as a basis for reliance thereon and 
for the determination of the re- 
sultant extent of the tests to which 
auditing procedures are to be re- 
stricted. 


Sufficient competent evidential 
matter is to be obtained through 
inspection, observation, inquiries 
and confirmations to afford a rea- 
sonable basis for an opinion re- 
garding the financial statements 
under examination. 


Standards of Reporting 


1 


The report shall state whether the 
financial statements are presented 
in accordance with generally ac- 
cepted principles of accounting. 


The report shall state whether 
such principles have been con- 
sistently observed in the current 
period in relation to the preceding 
period. 


Information disclosures in the fi- 
nancial statements are to be re- 
garded as reasonably adequate un- 
less otherwise stated in the report. 


The report shall either contain an 
expression of opinion regarding 
the financial statements, taken as 
a whole, or an assertion to the 
effect that an opinion cannot be 
expressed. When an over-all opin- 
ion cannot be expressed, the rea- 
sons therefor should be stated. In 
all eases where an auditor’s name 
is associated with financial state- 
ments, the report should contain 
a clear-cut indication of the char- 
acter of the auditor’s examination, 
if any, and the degree of respon- 
sibility he is taking. 


CTEC al SE CreAUDTIEPROGEDURES 


ssets 


General 


a. Trace and note the disposition of 
any assets that may have been scrap- 
ped, sold, written off, or otherwise 
disposed of during the period under 
review. Verify authority for dis- 
posal. 

b. See that cash and other assets are 
separately accounted for as to the 
various funds. 


Cash on hand 


a. Count all cash, including undeposited 
receipts, petty cash, and other re- 


volving funds, in all departments, 
boards, offices and individuals at the 
same time to determine that all re- 
ceipts are accounted for. Securities 
should be examined at the same 
time. 

b. Examine all cash advances or other 
items carried as cash but not repre- 
sented by eash or current checks. 
See that these items are cleared dur- 
ing the course of the audit. 


ce. Find the reason for holding checks 
not deposited immediately and see 
that they are cleared before the 
audit is completed, or make mention 
of them in the report. 
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d. 


3. Petty 


a. 


b. 


d. 


Parking meter funds on hand should 
be counted or sealed in bags and 
delivered for counting to the de- 
pository. 


eash funds 

Verify that the petty cash 
have been properly authorized. 
See that all such funds are set up 
as assets. See that all payments 
from such funds for the period are 
cleared and charged to the proper 
accounts. 

Determine whether money needed for 
change or similar purposes should 
be provided by petty cash funds. 
See that such funds are not used to 
provide for unauthorized advances to 
employees, or to circumvent normal 
purchasing procedures. 


funds 


4. Cash in bank 


a. 


d. 


OV 


a. 


Obtain direct confirmation of all 
bank balanees and reconcile these 
balanees with the appropriate ac- 
counts. It is suggested that when 
confirmations are prepared no ac- 
count listings be given to the banks. 
Situations have oceurred where the 
bank will confirm accounts not re- 
corded on the books. 

Determine that all checks outstand- 
ing at the beginning of the period 
under audit have been accounted for. 
See that cash receipts are deposited 
intact up to date the audit is made. 
Examine all items returned unpaid 
by the bank for a period of approxi- 
mately two weeks after the date of 
the cash count. 

Trace and verify deposits in transit 
to the bank statements. 

See that separate accounts are prop- 
erly maintained for the 
funds. 


various 


Examine fidelity bonds of officials 
and burglary and theft insurance 
policies. 


Taxes receivable 


Confirm directly with the County 
Treasurer or inspect his records as 
to the amount of taxes remitted to 
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the municipality. This confirmat 
should show current and back tai 
remitted for the year by fur 
insofar as the County Treasure 
record indicates. Further division! 
funds should be prepared using | 
County Clerk’s spread. This alle 
tion is essential to any audit wi 
much as it is the only way to de 
mine the status of a fund es 
lished by tax levy. 

b. See that the tax-levy ordinaned 
properly drawn. i 

ce. Trace tax collections by funds i 
the treasurer’s record of cash | 
ceipts. 

d. Ascertain that taxes receivable 
properly carried on the bala 
sheet. | 

e. See that proper allowance is mi 
for past due items. | 


F | 
Notes and accounts receivable i 


a. Verify in detail, the manner depe 
ing upon the nature of the accou; 

b. See that proper allowance was » 
for uneollectible accounts. 

¢. Direct confirmations should | 
ceived from the State of Illinois 
Municipal Sales Tax and M: 
Fuel Tax. 


Investments 


a. Account for all securities by ins 
tion or confirmation and ascer 
ownership. See that unmatured} 
terest coupons are attached 7 
counted for. 

b. See that all investments are aut 
ized and proper. 

e. See that discounts or premiums 
accrued interest on bonds purech: 
have been properly accounted fo} 

d. Investigate method of safeguard 
the keeping of investments owne 

e. See that investments bua 
sold at any time during the 
period have been properly accou) 
for, together with the income ther 

f. See that the prineipal and ind 
have been recorded in the pr? 
fund. 


i 
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Inventories of materials (central stores) 


a. Observe the taking of inventories. 
Make test counts of material items, 
test prices, extensions and footings. 
c. Examine procedures of receiving, 
safeguarding, and issuing stores. 


Interfund accounts 


a. Compare balances representing loans 
to other funds with the records of 
the other funds. 

b. Examine support and authorization 
for inter-fund transactions. 


Prepaid expenses and deferred charges 
(acerual or modified cash basis of ac- 
counting ) 


a. Test balances by reference to proper 
records. 


Fixed assets 

a. Regardless of whether these items 
appear in the balance sheet of the 
municipality, suitable records ¢on- 
cerning them should be maintained, 
and these records and the assets to 
which they refer should be verified 
to a reasonable degree. 

Vouch the additions to fixed assets 
during the period to determine 
whether they were properly included 
in the accounts and added to the 
property records. See that the mu- 
nicipality received and _ recorded 
deeds to real estate it has purehased 
or obtained by gift. 

ce. See that the disposals of all fixed 
assets were authorized and properly 
recorded. Also trace cash collections 
from such disposals into the record 
of cash receipts. 

See that repairs and replacements 
are supported by the necessary au- 
thorized vouchers and charged to the 
proper accounts. 


e. Cheek depreciation 
basis thereof. 


GE any) and! 


f. Inspect insurance policies for cover- 
age and coinsurance clauses. 


liabilities 


Trace and note in the working papers 
the cancellation, remission, adjustment, 
or liquidation of any liabilities during 
the period under review. 


x 


OT 


8. 


o 
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Accounts or vouchers payable 


a. See that accounts or vouchers pay- 
able are recorded as a liability. 

b. Determine that obligations incurred 
during the period under review are 
properly recorded in the accounts 
and are in the proper accounting 
period. 


Tax anticipation warrants, notes and 

contracts payable 

a. See that all obligations of this kind 
are authorized and are properly set 
up as liabilities. 

b. See that tax anticipation warrants 
have been retired solely from ap- 
plieable tax collections. 

ce. Cireularize note and/or 
holders if feasible. 


warrant 


Judgments 

a. Obtain a confirmation from the mu- 
nicipal attorney showing all judg- 
ment balances. 


b. Determine that all judgments are 
recorded in the proper fund. 

Interfund accounts 

a. Compare borrowings from other 


funds with the records of the lending 


funds. 

Deposits 

a. See that deposits for services, per- 
formance of contracts, ete. are re- 


corded as liabilities. 


Acerued expenses 

a. The accuracy of accrued salaries and 
wages should be verified. 

b. Proper accruals should be set up 
for income tax withheld, social se- 
curity or Illinois Municipal Retire- 
ment, insurance deductions, ete. 
Verify the ordinance and provisions 
in the municipality regarding Social 
Security or Illinois Municipal Retire- 
ment. Wateh statutory provisions 
on Illinois Municipal Retirement on 
certain population municipalities. 


ADeferred income 


a. Licenses collected in advance should 
be shown herein. 


Loans and advances from other govern- 
mental units 


a. See that such items are set up as 
liabilities. 


30 


10. 


Ik, 


b. 


Cc. 


Ascertain if any such items are past 
due. 
Confirm if feasible. 


Bonds and coupons payable 


a. 


b. 


d. 


Verify from bond records and ordi- 
nanees establishing the fund. 

See that bonds sold during the year 
are properly recorded. 

Check amount of bonds and coupons 
due but unpaid. 

Secure direct confirmation from fis- 
eal or paying agent as to funds in 
his possession for the payment of 
unpresented bonds and coupons. 
Bonds due within one year and any 
other bonds payable out of the cur- 
rent levy should be segregated from 
future maturities on the balance 
sheets. 


Surplus and Surplus Reserves 


a. 


10 


See that the surplus or deficit of 
each fund is separately stated. 

See that suitable reserves are set up 
for items which are not available 
to meet appropriations. Some of 
these items are shown below: 
1. Inventories of materials and 

plies. 


sup- 


2. Advanees to other funds. 
3. Eneumbranees. 
4, Bonds maturing after 1 year. 


Revenues and Receipts 


it 
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General 


a. 


ic} 


See that money collected by all de- 
partments, boards, commissions, offi- 
ces, or individuals has been turned 
over intact and has been credited 
to the proper funds. In ease of 
required interpretation of laws or 
ordinances, the municipal attorney 
should be asked for an opinion. 
Test the accuracy 
ceipts records. 
Test cash transactions between 
funds, between divisions of the mu- 
nicipality, and between the muniei- 
pality and other governmental units. 
Reconcile inter-fund balances. 
Review the authority for all ean- 
cellations, remissions, 
or abatements. 


of the cash re- 


adjustments, 


General property taxes 


a. 


b. 


Receipts 
mental funds or units 


a. 


b. 


Confirm directly with the Count 
Treasurer or inspect his records ¢ 
to the amount of taxes remitted. 

Verify amounts credited to the van 
ous funds by examination of tl 
County Clerk’s extension. | 


collected for other gover 
| 


j 


See that collections are proper’ 
credited to the fund or unit f 
which collected. 
Check percentages due on fine 
licenses, ete. 


Grants and subsidies from other go 
ernmental units j 


a. Examine statutes and communid 


b. 


d. 


j 


tions. 
Trace receipts into the treasurer 
record of cash receipts. | 
See that such funds have been | 
are being used for the purposes ff 
which secured. 

i 
Confirm with the State of Tllind 
the Municipal Sales Tax receij} 
and allocations. 


Licenses, fees, permits, ete. 


a. 


b. 


c. 


e, 


Obtain a schedule of the rates # 
all license, permit, inspection, 
cording, and other fees. 


Test cheek rates charged agai 
approved schedules. 


Trace collections into the recaaa | 
2ash receipts. i 


Compare total of each class w 
average of past few years. 

Check the percentage of license f 
eredited to the firemen’s pens 
fund in those municipalities ap 
ating such a fund. 


Segregate prepaid licenses and 
clude from current income. 


Where feasible, test cheek uaa 


licenses with the classified section 
the telephone book. 


Account for 2% fire insurance tai 


| 
Compare duplicate stubs with ¢ 
receipts record, 
Verify miscellaneous fees such | 
certificates, registrar, plat, warr: 
extinguishment, estimate of redew 
tion, ete. 
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6. Fines, forfeitures, and court fees 


a. 


d. 


Check the docket or other original 
court records. 

(1) For fines and fees collected. 
(2) For the payment of fines by 
the serving of jail sentences, 
ete. 

For moneys held on deposit for 
bail, ete. 

For bail bonds forfeited, verify 
that these have been collected 
or are in the process of collec- 
tion. 

Examine police magistrate’s 
transmittal notices and trace to 
cash receipts. 


(3) 
(4) 


(5) 


Check police records. 
(1) Examine into and report on 
method of waiving payments. 
(2) Cheek copies of traffic tickets 
and warrants issued with the 
court dockets to determine 
whether or not all arrests have 
been properly recorded. Ac- 
count for numerical sequence of 
tickets. 
Examine method of handling 
parking violations. 
Account for all cash in police 
department (parking ticket vio- 
lations, cash bond deposits, ete. ) 


(3) 
(4) 


Trace collections into the record of 
cash receipts. 

In municipalities operating a fire- 
men’s pension fund, be sure that the 
proper percentage of fines is ered- 
ited to the pension fund. 


7. Rentals of property and equipment 


a. 


b. 


Cheek schedules, contracts, leases, 
ete. 
Trace collections to the record of 


cash receipts. 
See that a schedule of rents re- 
ceivable has been set up. 


Verify that contracts and _ leases 
were properly authorized and ap- 
proved. 


8. Interest on bank balances 


a. 


b. 
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Check agreements with depositories 
to see that they conform with fed- 
eral and state banking laws and 
council authorization. 


Cheek calculations of interest and 
trace to accounting records. 


10. 


Ui. 


12. 


13. 


Interest on investments 


a. 


Determine that interest on any se- 
curity held during the year has been 
properly recorded. 

Trace all collections of interest into 
the record of cash receipts. 
Ascertain if all investments comply 
with the statutes as to type, ete. 


Franchise fees 


Examine franchise agreements. 


b. 


cd. 


Compute the portion of receipts due 
the municipality by examination of 
reports filed by the utilities. 

Trace receipts into the cash receipts. 
Confirm with utility companies. 


Special assessments 


a. 


b. 


d. 


Verify current collections by refer- 
ence to assessment receivable records 
(original rolls). Confirm if feasible. 
Verify redemptions. 

(1) Payments of past due items 
should be checked to delinquent 
publication notices. Interest 
and penalties should be checked. 
Redemptions by council action 
should be verified by examina- 
tion of resolutions. 
Foreclosures should be verified by 
examination of court and/or county 
treasurer ’s records showing proceeds 
of the foreclosure and amounts re- 
mitted to municipality. 


(2) 


In cases where special assessment 
records are inadequate, it may be 
necessary to issue a separate report 
based on a limited examination. 


Sales of commodities and seryices 


a. 


b. 


d. 


Verify authorization for sales of 
commodities and services. 

Test cheek prices if new materials 
are resold. 

Trace collections into cash receipts. 
See that details of accounts receiy- 
able have been set up. If feasible 


confirm balances. 


Sales of investments. 


a. 


b. 


c. 


Verify that sales have been properly 
authorized. 

If feasible check market to cash 
receipts. 

See that accrued interest to date of 
sale has been collected and properly 
recorded in the proper fund. 
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d. Trace all collections from sale of 
investments into the record of cash 
receipts, by funds. 

e. Verify the sale of investments 
through brokers. 


14. Sales of bonds or notes. 

a. Check records authorizing sales (ref- 
erendum, ordinanees, ete.). 

b. Check discounts, premiums and ac- 
erued interest. 

e. Check with printer of bonds; obtain 
affidavit of bonds printed. 

d. Verify bonds sold and unsold. 

Trace receipts into the record of 
cash receipts. 
15. Sales of fixed assets. 

a. Review authority to sell. See that 
statutory requirements are met. 

b. Trace collections into the record of 
cash receipts. 

ce. Verify removal of assets sold from 
the property records. 

16. Notes payable, tax anticipation, war- 
rants, ete. 

a. Trace receipts from sales of such 
obligations, into the record of cash 
receipts. 

b. Confirm all outstanding balances. 

17. Give special attention to all general 
journal entries affecting revenues and 
expenditures. 

Expenditures 

1. General 

a. Determine whether expenditures were 
properly authorized and incurred and 
are proper charges to the fund and 
appropriation to which they have 
been charged. 

b. See that expenditures are supported 
by itemized invoices, vouchers, econ- 
tracts, receiving records, or other 
supporting documents approved by 
the proper official, and that they are 
so marked that they cannot be used 
again. 

ce. Note whether disbursemets were 
made by checks, properly signed, 
against the treasurer. 

d. Examine the endorsements of checks. 

e. Test the mathematical accuracy of 
disbursement records. 
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bo 


1 


f. Verify inter-fund expenditures; se} 
that all such expenditures are prop 
erly authorized, and that charg | 
have been made to the proper ac 
counts. | 


Budget and appropriations 

a. Determine if the municipalit 

adopted a budget ordinance. 

Check the appropriation ordinate] 
for compliance with the statutes. 

e. Check budget and/or appropriatio| 
authorizations. 

d. See if charges are made to prope 
appropriations. | 

e. Note whether budget and appropr 
ations are properly encumbered an: 
see if expenditures plus encuny 
brances are within appropriations. 


— 
Le 


{ 


| 

Purchases 

a. Inquire into the procedure for mal 
ing purchases. i 

b. Check prices paid against contraetl 
and/or bids. 

e. Test check footings, extensions, an; 
discounts on invoices. 

d. Test check propriety of prices. 

e. Note vendors’ names and watch fal 
irregularities such as the names © 
municipal officials and employees. 

f. Determine whether materials an 
services have been received. 

g. See if budgets (or appropriations} 
were encumbered for obligations ou} 
standing at the end of the year. 


Payrolls 


a. Compare salaries and wages with thj 
appropriation ordinanee. 

b. Test accuracy of payroll comput 
tions. 

ce. Compare payroll cheeks to the pa 
roll and examine endorsements. 

d. Test payroll deductions for retin 
ment, withholding taxes, ete., a 
see that they are properly account 

for. 

e. Investigate delivery of payro 

checks to employees. 

f. Check amounts and disposition 

unclaimed wages. 


Payment of bonds and interest 


a. Determine if proper control is mai 
tained for maturing bonds and co 
pons. 
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. See that bonds and coupons are ean- ec. Hxamine authority and origin of spe- 
celled after payment. cial assessments. 
Secure direct confirmation from pay- d. See that charges are made to the 
ing agent as to funds in his posses- property records. 
sion for payment of unpresented e. List any items due but unpaid on 
bonds and coupons. contracts. 
d. Determine if any bonds are regis- 8. Notes and contracts payable, tax antici- 


tered and see that proper accounting 
is maintained. 


pation, warrants, ete. 


a. List such obligations due and un- 
paid. 

b. See that tax anticipation notes have 
been retired solely from tax collec- 


6. Petty cash funds 
a. See that proper vouchers are sub- 


mitted for all reimbursements to tions applicable to them. 
each petty cash fund. Check caneel- ; 
lation to prevent re-use. 9. Receipts collected for governmental 
b. See that vouchers plus eash on hand funds or units 
equals the total of the fund. a. Verify amounts and authority for 
payments made to other govern- 
7. Construction and improvements mental units. 
a. Review proceedings of council and/ b. Check percentages due on fines, 
or board of local improvements. Ex- licenses, ete. 
amine bond ordinances. 10. Give special attention to all general 


journal entries affecting revenues and 
expenditures. 


b. Compare the unit prices with the 
terms of the contracts. 


Cheerful friends are assets. Morose, pessimistic, long-faced friends are 
liabilities. Each of us should strive to become an asset, to avoid becoming 
a liability. Let us make it our aim to radiate sunshine rather than gloom. 
It is a tonic to visit certain individuals, depressing to visit others. Naturally, 
‘the radiant person attracts, the calamity-howler repels. Study how to become 


a magnet rather than a repellant. 
B. C. Forses 
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TAX COMMENTS: Prepared by the 


: 


Committee on Taxation of the Illinois 
Society of Certified Public Accounts 


Burden of Proof 


Under Section S34 


Section 534 1 provides, in substance, 
that the burden of proof in accumu- 
lated earnings cases before the Tax 
Court will shift to the Commissioner 
following submission by the petitioner 
of a statement of the grounds for the 
accumulation together with support- 
ing facts. This provision is an excep- 
tion to the general rule imposing the 
burden of proof upon the petitioner.” 
Its origin stems from enactment of 
the 1954 Code when Congress at- 
tempted to correct abuses existing 
under Section 102 of the 1939 Code.® 
To the taxpayer in the shadow of this 
delitescent trou-de-loup, the burden 
of proof issue is a matter of substan- 
tial significance. 


1 Section 534(a) of the 1954 Code provides: 
In any proceeding before the Tax Court involving 
a notice of deficiency based in whole or in part on 
the allegation that all or any part of the earnings 
and profits have been permitted to accumulate 
beyond the reasonable needs of the business, the 
burden of proof with respect to such allegations 
shall—(1) if notification has not been sent in 
accordance with subsection (b), be on the Secre- 
tary or his delegate, or (2) if the taxpayer has 
submitted the statement described in subsection 
(ec) be on the Secretary or his delegate with re- 
spect to the grounds set forth in such statement 
in accordance with the provisions of such sub- 
section. 

2 See Rule 32, Rules of Practice before the Tax 
Court of the United States. 

3’ Section 102 of the 1939 Code was carried 
over in general form to Sections 531-537 of the 
1954 Code. 


40) 


| 
| 
| 

The Senate Finance Committee Re, 
port relating to the unreasonable ac) 
cumulation of earnings* disclose 
that the imposition of the burden o| 
proof on the taxpayer had_ severa! 
undesirable consequences. Litigated 
cases gave evidence that deficiencie} 
had been asserted in many cases whie 
were not screened or analyzed. Tax 
payers had been put to considerabl: 
expense and effort in proving thj 
accumulation was for the reasonabl/ 
needs of the business. Furthermord 
complaints had been received that th) 
accumulated earnings tax was used 
to induce settlements on other me 
because of the difficult burden o 


proof aspect. To remedy the situa 
tion, Congress incorporated Sectio} 


534 in the 1954 Code and subsequentl} 
enacted legislation effecting retroad 
tive application of Section 534 t] 
pending proceedings tried on thei 
merits under the 1939 Code subs 
quent to August 11, 1955.5 The trea 
ment accorded Section 534 by the Ta 
Court in the first seven accumulate} 
earnings cases following its enae 
ment, 1s considered below. 


4S. Rept. 1622 88rd Congress 2nd _ Sessio# 
Die UOk 

5 Public Law 867, 84th Congress 1st Sessio 
Section 4, 


| Pelton Steel Casting Company, 28 
TC 153, affirmed 7th Cir., 1958 251 F. 
}2nd 278, certiorari denied, 356 U. S. 
| 958, came to trial December 1 and 2, 
| 1955, several months after the date 
of passage of the law giving retro- 
active effect to Section 534 with re- 
i spect to years covered under the 1939 
) Code. Cited as authority in five of 
| the six decisions following it, Pelton 
must be regarded as the starting 
}point for an inquiry into the Tax 
| Court treatment of Section 534. 
Under the facts in Pelton, the tax- 
|payer had enjoyed unusual growth 
}in the steel castings business prior 
| to the fiscal year ended November 30, 
/ 1946, the year in which the penalty 
jtax was invoked. Having built a 
| profitable business, its majority share- 
i holder attempted to sell his interest 
‘to outsiders but was unsuccessful. 
‘One of the minority shareholders, 
fowner of 20% of the outstanding 
‘shares, was interested in perpetuat- 
/ing management policies established 
iby himself and to this end, success- 
‘fully acquired the business from the 
‘other two shareholders, owners of 
160% and 20% interests, in the year 
1946. The transaction as finally con- 
isummated was a company financed 
purchase through bank loans and a 
secured note. During the year 1946 
earnings amounted to $209,731.58 and 
upon the advice of financiers han- 
dling the sale, no dividends were paid 
in that year. 

When challenged by the Commis- 
sioner under Section 102 (a)® the pe- 
titioner’s argument centered around 


® Section 102(a) of the 1939 Code provides in 
‘part, “There shall be levied . . . upon the net 
income of every corporation . . . if such corpora- 
tion .. . is formed or availed of for the purpose 
of preventing the imposition of surtax upon its 
shareholders through the medium of per- 
mitting earnings or profits to accumulate instead 
of being divided or distributed, a surtax .. .” 
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the reasonable needs of the business 
and adequacy of the evidence pre- 
sented. The position of the Commis- 
sioner was that Section 534 did not 
apply (1) to all accumulated earn- 
ings cases, (2) where applicable, the 
critical factor was purpose and (3) 


when 


purpose was involved the bur- 


den of proof, or risk of nonpersua- 
sion as it existed under prior law, 
remained unchanged. 


Tn 


arriving at its decision, the 


Court was faced (1) with shifting 
the burden of proof to the Commis- 
sioner with respect to the unreason- 
able accumulation under Section 534 
or, (2) with holding the grounds or 


facts 


inadequate or recognizing an 


interdicted purpose other than the 
unreasonable accumulation of earn- 


ings." 


In finding for the Commis- 


sioner it held: 


(1) 


(3) 


(4) 


The legislative history of Section 102 
under the Revenue Act of 1938 indi- 
eated the burden of proof should be 
on the taxpayer. 

The issue of interdicted purpose, 
critical in this decision, could be 
established separate and apart from 
the reasonable needs of the business. 
Under Section 534 (¢) the burden 
of proving only some of the grounds 
may be shifted to the Commissioner 
and that for such reasons as failure 
to state ‘‘facts sufficient to show the 
basis therefore’’ no shift at all may 
oceur. 

Although the evidence may show a 
bona fide business need, such need 
may be accomplshed without all or 
a part of the accumulation of earn- 
ings. 


The Court, however, did not stop 
at this point. In the final paragraph 
of the opinion it stated, that assum- 


7 Section 102 (c) of the 1939 Code provides in 


part ‘“‘the fact that the earnings of a corporation 
are permitted to accumulate beyond the reasonable 
needs of the business shall be determinative of 


the purpose to ayoid surtax upon 


shareholders 


unless the corporation by the clear preponderance 
of the evidence shall prove to the contrary.” 


4] 


ing arguendo that the burden of proof 
of unreasonable accumulation of earn- 
ings was a significant factor, it found 
the earnings accumulated in 1946 
were materially in excess of reason- 
able needs. By choosing, in effect, to 
ignore the provision of Section 534 
in its decision, the Court had estab- 
lished language which, if adopted, 
could be used to defeat a multitude 
of taxpayer cases, directly contrary 
to the intent of Congress. 

On appeal to the Court of Appeals 
for the Seventh Circuit, 251 F. 2d 
278, January 7, 1958, the Court did 
not discuss the burden of proof issue. 
After analyzing what was accom- 
plished by the parties, the court con- 
cluded, ‘‘The record was utterly de- 
void of countervailing evidences either 
polliating or eradicating the situation 
interdicted by §102...’’ On appeal 
to the Supreme Court of the United 
States, certiorari was denied on May 
HS) abs yates. 


In the next accumulated earnings 
case, decided September 13, 1957, the 
Tax Court held against the Commis- 
sioner. Taxpayer in Breitfeller Sales 
Incorporated, 28 TC 1164, sold Pon- 
tiaes at retail under a General Motors 
franchise. It had accumulated sur- 
plus of almost half a million dollars 
at the end of 1948, half of which was 
held in marketable securities unre- 
lated to the business of the corpora- 
tion. All of its shares were owned 
by a single shareholder. Although 
the Commissioner found deficiencies 
of $56,832.93 and $58,577.12 in the 
calendar years 1947 and 1948 respee- 
tively, the Tax Court made the find- 
ing that a reasonable requirement of 
the business then existed for the ac- 


OF Li: SCHUBER, who is tax attorney with the Natural Gas Pipeline Com! 
pany of America, Chicago, prepared the comments for this issue. 
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| 
cumulation. Working capital require-+ 
ments existing under the Genera 
Motors dealer agreement coupled withi 
possible expansion requirements “7 
establishment of a dealership in anj 
adjoining area were held sufficient to 
account for the large surplus. | 

The Court found for the en. | 
on the record as a whole, without de- 
termining under Section 534 whet 
the burden of proving business neces- 
sity rested. However, the proceeding} 
was litigated on the apparently mu- 
tual assumption that a decision oni 
the total issue of reasonable needy 
would dispose of the matter. 

In Kerr-Cochran, 30 TC 69, de 
eided April 17, 1958, taxpayer oper+ 
ated a Chevrolet agency. Its share 
were owned principally by Clarent 
Kerr. In addition to the automobile) 
business, it participated in numeroug 
other business activities including} 
(1) participating in a warehouse ven4 
ture (2) advancing funds for far 
operations (3) loaning funds to th 
principal shareholder’s wife (4) ad/ 
vaneing the major portion of funds 
for the establishment of a distan 
automobile agency (5) participating! 
in a home development project and 
(6) participating in oil ventures. It 
also deposited $100,000 in connection 
with the sale of automotive parts tq 
the Chinese National Government 
Taxpayer’s activities extended con- 
siderably beyond the sphere of th 
usual factory dominated franchis 
agreement. 

In referring to Section 102 (c) th 
Court, citing Pelton, stated that whe 
the earnings of a corporation are per- 
mitted to accumulate beyond the rea. 
sonable needs of the business (as 
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‘proved by the Commissioner) it is 
deemed determinative of purpose to 
avoid surtax upon shareholders un- 
less the petitioner proves to the con- 
trary by a clear preponderance of 
the evidence. It is submitted that this 
is a clear case of unreasonable earn- 
ings and appears extremely remote 
from the interdicted purpose area cov- 
ered under the unusual facts in 
Pelton. 


fein October, 1958, the Tax Court 
‘decided F. E. Watkins Motor Com- 
jpany Incorporated, 31 TC 288. Tax- 
payer operated a Chevrolet dealer- 
iship acquired in 1946. From that 
yyear until 1950 annual sales inereased 
from $375,000 to over $1,423,000. Im- 
mediately preceding the years 1951 
jand 1952, the years in which the Com- 
missioner alleged unreasonable accu- 
jmulations, evidence showed the tax- 
\payer required twice the 18,000 square 
ifeet of floor space it was then using. 
During the years in question, the tax- 
payer had plans to acquire property 
across the alley from its own building 
and did purchase the property in 
1953. Taxpayer recognized competi- 
tive conditions would prevail follow- 
ling large sales immediately after 
‘World War II, which would require 
additional funds. Furthermore, Gen- 
feral Motors Corporation had indicated 
taxpayer needed working capital of 
'$226,754 which was $11,563 less than 
the taxpayer then had. In reply to 
the notice received under Section 534 
‘(e), taxpayer filed a statement con- 
sisting of 21 numbered paragraphs 
and five exhibits setting forth grounds 
and facts in support of its position 
ithat it did not accumulate earnings 
‘beyond the reasonable needs of the 
business. In finding for the taxpayer 
he Court did not rule on which party 
had the burden of proof, but found 


as ultimate facts that the petitioner 
did not permit its earnings or profits 
to accumulate beyond the reasonable 
needs of the business and that it was 
not availed of for the interdicted 
purpose. 

In The Dixie, Inc., 31 TC 415, de- 
cided November 19, 1958, affd. 277 
Fed. 2nd 526 (2nd Circuit), peti- 
tioner was engaged in the operation 
of the premises known as Hotel Dixie, 
title to which rested with King Ho- 
tels. Hyman B. Cantor and his wife 
were owners of the shares of both 
King Hotels and The Dixie, Incor- 
porated. Hotel Dixie premises at 
street level and above constituted a 
hotel of 620 rooms and the lower level 
was leased as a bus terminal. Actual 
management of the hotel was given 
to Carter Hotels Operating Corpora- 
tion, also owned by Hyman B. Cantor 
and his wife. It had leased the prem- 
ises in a series of leases, the first of 
which was entered into in 1942. In 
1955 taxpayer received notice of a 
proposed deficiency under Section 102 
with respect to the accumulation of 
$80,193.14 in the year 1952 and was 
given time to file a statement pur- 
suant to Section 534 (ce) of the 1954 
Code. 

Petitioner alleged as grounds for 
the accumulation (1) the need for 
each hotel in the Carter Hotel chain 
to contribute to the acquisition of new 
members (2) the need for surplus 
due to an economic depression in the 
hotel industry (8) the need to pur- 
chase a competing hotel in the area 
(4) the need for general renovation 
(5) the need to adapt the lower level 
to new use and (6) the need to install 
air conditioning and television. 

In considering these contentions, 
the Court stated that in order for 
the statement filed under 534 (c¢) to 
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be operative in shifting the burden 
of proof, it must not only show 
grounds for the accumulation but 
must state facts sufficient to show the 
basis for those grounds. With respect 
to aequiring new hotels, it was held 
that no facts were stated showing to 
what extent new acquisitions would 
make the operation more profitable, 
or that efforts were being made to 
acquire any particular hotel, or that 
even a plan was considered. It held 
that the record was devoid of any 
evidence supporting this ground for 
accumulation. It likewise held in the 
case of the economic depression and 
the acquisition of another hotel, that 
facts were lacking. In connection 
with renovation, it was held that tax- 
payer failed to establish sums in- 
tended to be spent. It gave little 
weight to the statement pertaining to 
the basement because of lack of defi- 
niteness in the testimony. With re- 
spect to the air conditioning, evidence 
showed a material overstatement of 
cost in the initial allegation. How- 
ever, the Court was willing to accept 
as reasonable an accumulation up to 
$450,000 for air conditioning and 
television. 

On the record it was found that 
the accumulation of surplus in the 
amount of $708,660.51 for the period 
from 1942 to 1952 without payment 
of dividends, as affirmative evidence 
of the fact petitioner was availed of 
to avoid the imposition of surtax upon 
its shareholders. 

It is significant that Dixie was de- 
cided wholly on the unreasonable ae- 
cumulation and that such determina- 
tion constituted interdicted purpose 
under the law. By resolving the issue 
in this manner, the Court was able 
to decide the case without controyert- 
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ing the intent of Congress in creating 
534. | 
In I. A. Dress Company, Ince., 3: 
TC 93, decided April 13, 1959, tax: 
payer was engaged in operating 4 
commercial building under a_ lease 
During the years 1944 to 1947 it: 
working capital increased from $22, 
049.30 to $101,548.91, principally due 
to an increase in cash and Unite 
States securities. In 1949, the yea 
in which the Commissioner acted un} 
der Section 102, the sole owner re 
tained its entire earnings of $25, 
288.15 after taxes. In its statemen; 
submitted under Section 534 (@), th| 
basis claimed for accumulation wa) 
(1) the welfare of the corporatioy 
would have been jeopardized by dis 
tribution of a part or all of its earn 
ings and (2) the continued corporat! 
existence required full retention of 
earnings. In holding the two reason} 
Inadequate, it was said the first wa 
so nebulous as to have the effect o 
not stating a ground and the secone 
was not supported by the facts. Thh 
burden of proof in this ease eclearlk 
rested on the taxpayer. 
On September 380, 1959, the Taj 
Court decided Young Motor Com} 
pany, Ine., 32 TC 1336, reversed ans 
remanded 281 F 2d 488 (CCA-1) 
The taxpayer, a distributor of Olds 
mobiles for General Motors had begu) 
business in 1929 and through thi 
years had accumulated a surplus 7 
excess of $300,000. The surplus w 
not in excess of what the compe 
required incident to the purchase | 
another automobile franchise if Ger 
eral Motors terminated its contrac) 
which it had the right to do. Defi 
clencies were determined in t 
amounts of $15,791.88, $10,605.70 an 
$4,960.90 for the calendar years 1950 
1951 and 1952 respectively. Fiy 
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years prior to the first year taxpayer 
was alleged to have had an unreason- 
able accumulation of earnings, a rep- 
resentative from General Motors had 
asked that more adequate facilities 
be provided under the franchise. Sub- 
sequently, it threatened cancellation. 
Although the taxpayer took steps to 
acquire additional facilities, its plans, 
although coming close to materializ- 
‘ing, did not so materialize prior to 
the years covered in the deficiencies. 
‘Two years after the alleged accumu- 
lation taxpayer’s franchise was can- 
celled. Several years later it acquired 
a franchise from Ford Motor Com- 
pany, under the terms of which it 
pwas required to maintain a working 
capital of $400,000. 

Under this somewhat typical fac- 
tual situation, where the automobile 
Benes must adhere to the rigid re- 
‘quirements of the factory agreement, 
‘the Court held that the burden of 
proving the absence of prohibited ac- 
tivity was on petitioner under Pelton 
and that reasonable needs was a sub- 
isidiary matter which need not be 
considered. 

_ On appeal to the Court of Appeals 
itor the First Circuit (August 16, 
11960) the taxpayer, in substance, ad- 
mitted that it (1) paid no dividends 
(2) invested assets of the corporation 
in unrelated securities (3) made per- 
‘sonal loans without interest (4) failed 
to pay a salary to its president and 
(5) paid unduly low rental for facil- 
ities owned by its principal share- 
holder and leased to the taxpayer. 
‘Nevertheless, it contended, such fae- 
tors must be considered in the lght 
of whether or not the accumulation 
‘was beyond the reasonable needs of 
the business. The Court agreed with 
the Commissioner that under the cir- 
cumstances an accumulation in excess 


of $300,000 without payment of a 
salary to the principal officer prima 
facie called for an explanation. How- 
ever, the Court said the taxpayer had 
one. General Motors had reserved the 
right to demand the taxpayer make 
substantial enlargements of its facil- 
ities, a very substantial right consid- 
ering its contract was terminable at 
will. Also, the taxpayer had asserted 
it required money for financing pur- 
chasers as well as for fluidity in its 
competitive business. In the light of 
these facts the Court held no proper 
appraisal of a taxpayer’s purpose car 
be made without considering all rele. 
vant factors and in so doing expressly 
disapproved Pelton to the extent it 
held to the contrary. 

The Court further stated the Tax 
Court may have been led into error 
by a misconception of the precise is- 
sue. The lower court opinion had 
referred to preventing the imposition 
of surtax upon shareholders as ‘‘one”’ 
of the taxpayer’s purposes, and find- 
ing it, held it would apply irrespec- 
tive of other purposes. In holding 
this construction far too favorable 
to the government, the Court of Ap- 
peals stated the issue to be the pri- 
mary or dominant purpose which led 
to the decision to accumulate earn- 
ings, citing Commissioner v. Duber- 
stein, June 13, 1960, 363 U. S. 278. 
In that decision the taxpayer had re- 
ceived an expensive automobile as a 
eratuity for suggesting prospective 
customers’ names and the issue of mo- 
tive in connection with transfer was 
before the court. The conclusion of 
the Supreme Court that the decision 
of the issue presented in the case 
‘‘must be based ultimately on the ap- 
plication of the fact finding tribunal’s 
experience with the mainstrings of 
human conduct to the totality of the 
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facts in the ease’’ emphasizes the ini- 
tial importance of the factual situa- 
tion in every accumulated earnings 
case, 

Perhaps the most disconcerting as- 
pect of the burden of proof problem 
is the procedural treatment it is ac- 
corded in the Tax Court. When the 
petitioner attempts by motion to as- 
certain if the burden has been shifted 
to the Commissioner, the Court has 
refused to rule. Refusal stems, in 
part, from the fact that the judge 
hearing motions may not be the judge 
who will hear the case. It is said that 
a decision with respect to the grounds 
for the accumulation would bind the 
trial judge. As a result decisions are 
rendered, as in Breitfellers and Wat- 
kins, without any ruling designating 


| 


which of the litigants has the burder} 
of proof. 

Presentation of an extensive fae: 
tual situation in an accumulated earn 
ings case places an arduous task aI 
the taxpayer, regardless of who has 
the burden of proof. Congress in 
tended that Section 554 remove somd 
of the inequities which have appearec 
in this area. Although some Tax Cour! 
decisions seem to have circumventec 
this section, at the present time i} 
must be recognized as having an im) 
pact on every taxpayer brough} 
within the purview of the accumu 
lated earnings sections of the Code 
For those who may have felt Section 
534 had been laid to rest quietly by, 
Pelton, a thoughtful reading of thy 
appeal in Young is likely to show 1} 
has been quietly resurrected. 


If We Catch Up With The Soviets 


What will Americans have to do to catch up with the Soviet Union? 
Bryce N. Harlow, deputy assistant to President Eisenhower, mentionec 
a few of the things in a speech at the recent Southwest Electric Conference} 


at Chandler, Arizona. 


In order to enjoy the glories of the present Soviet system, he said WI 


would have to abandon three-fifths of our steel capacity, two-thirds of ou 
petroleum capacity, 95 per cent of our electric motor output, destroy tw} 
of every three of our hydro-electric plants, and get along on a tenth of oul 
present volume of natural gas. We would have to rip up 14 of every 1. 
miles of our paved highways and two of every three miles of our main-lin 
railroad tracks, and shrink our civilian air fleet to a shadow of its prese 

size. We would cut our living standard by three-fourths, destroy 40 millio 
TV sets, nine of every ten telephones, and seven of every ten houses; an 
then we would have to put about 60,000,000 of our people back on the farm 
In addition, we would have to murder about 25,000,000 of our people ans 
put 15,000,000 more into concentration camps. | 


It is plain to see that we have a lot of work to do if we are to catch Ww 
with the Soviet Union! 


—From the Butte, Montana, Standard-Pos 
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Conducted by the Committee on Local 
Practitioners of the Illinois Society of 
Certified Public Accountants 


Ideas for Accountants 


FOC VHINGalhiAL BALANGESERRORS 


| Herman Berger has a very handy method of locating trial balance errors 
which is particularly useful for accounts receivable or accounts payable. We 
] shall discuss his method for accounts receivable. 

| After usual checks have failed and he sees that he is going to have to 
| check postings, Herman does this: he takes an adding machine and adds all 
| the postings as shown by the folio reference in accounts receivable ledger as 
being from the cash receivable journal. If the total of this tape equals the 
itotal as shown by the accounts receivable journal the postings from the 
‘accounts receivable journal have been proven. In running this tape space 
| should be left between each letter and the tape marked for each letter—thus: 


A 56.00 
45.68 3.50 
23.21 2.63 
89.67 8.95 
23.00 58.90 
58.90 619.838 
24.00 
264.468 G 

52.10 

B od. 
26.34 as 
pail 727.698 
52.00 i 
87.60 ete. 


Then if the ledger tape is out of balance with the cash accounts receivable 
ttotal it is a relatively simple matter to check the journal in detail to the 
tape by the alphabetical reference. 

If the cash receivable tape balances, then apply the same method to the 
sales journal entries and other journals in turn until the difference is located. 

This method will speedily locate posting errors and errors of footing the 
journal. It will not locate errors in balancing the individual accounts. 

This method can also be used for locating general ledger trial balance 
errors except for the fact that the tape will not be alphabetized. 
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| 
PROVING AN ADDING MACHINE TOTAL | 
Frequently there is occasion to add a column of figures and determing 
if the total so obtained balances with another figure—e.g., the detail list ] 
receivables balances with the control account total, the credits of a trial bal 
ance with the previously added total of the debits, or the assets total of @ 
balance sheet with the total already obtained for the credits. Most accountant 
compare by sight checking the total obtained on their tape with the figure 
against which they are balancing. 
If the adding machine is equipped with a direct subtract key, a better 
method is to subtract out the figure with which the tape total is to be com 
pared after completing the addition. The tape should then balance at zero} 
The advantage of this method over sight comparing is that there may be 4 
tendency for the eye to slide over the figures, particularly if they are large 
If the previously determined total is subtracted out it must be actually read! 
If the figures are not read properly the total will not balance at zero. 


| 
IDENTIEVINGSS@iEDULES | 


It is desirable to number schedules appended to income tax returns for 
quick reference. Gilbert Rockoff points out that the income tax forms identify 
the detailed tabulations contained therein as schedules and with letters (thu 
dividends on Form 1040 are detailed on ‘‘Schedule A’’). He suggests thal 
schedules presented on separate sheets of paper included by the accountan 
be distinguished by the use of the term exhibit and numbers. Thus a separat} 
dividend tabulation included by the accountant on a separate sheet, rathe} 
than on the form itself, might be referred to as ‘‘Exhibit 1,’’ a list of co 
tributions as ‘‘ Exhibit 2,’’ ete. 


The ‘‘ Ideas’’ for this issue were submitted by HERMAN BERGER of Fields & Field) 


Chicago; LEONARD CAMPBELL, and GILBERT ROCKOFF. 
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mS WE GO TO PRESS 


“RULE 13” 


Probably no other single item engendered as much interest at the 
annual meeting of the AICPA last September as did the motion to delete 
'the present Rule 13 of the rules of professional conduct and substitute 
therefor a new Rule 13. Since the annual meeting Rule 13 has been the 
subject of considerable discussion in the Journal of Accountancy and in 
| professional publications of a substantial number of state societies. All 
| indications are that the revised Rule 13 will be submitted to the annual 
|meeting of the Institute in Chicago in October. If favorable action is 
! taken at that time the revised rule would be submitted to the membership 
of the Institute for mail ballot. We in the Illinois Society who have lived 
| with a rule substantially the same as the proposed Rule 13 and who have 
i found it both workable and sound have a unique opportunity to convince 
those who doubt the wisdom of the revision that the profession as a whole 
will benefit from its approval. 


/ARE YOU A MEMBER? 


A recent study by the AICPA showed that of 69,232 CPAs in the 
| United States 37,379, or 54.0% were Institute members and 45,342, or 
165.5% were members of their respective state societies. The data dis- 


‘professional societies. Of 5,171 CPAs in Illinois 2,548 (49.3%) are 
Institute members, while 2,970 (57.4%) are members of the Illinois 
Society. Are you a member? How about your associates? 


ITRENDS AND TECHNIQUES 


The latest edition of the AICPA survey of corporate financial report- 
|ing practices, covering 1959 annual reports, continues to provide a wealth 
‘of reporting information. Extended use of comparative statements, in- 
‘creased use of five or ten year financial summaries, elimination of penny 
icolumns (and even dollars to the thousands), greater disclosure of long- 
term lease details and of stock option plans, and a trend toward more 
/meaningful terminology are only some of the trends revealed in this latest 
study. The study is filled with examples of disclosure of unusual account- 
}ing and reporting situations. 
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ACCOUNTING IN THE NEWS | 


The February issue of Changing Times, the Kiplinger magazine, in-; 
cludes an article titled ‘“Careers in Accounting,’’ in which accounting is. 
described as a field with spectacular yet solid growth. The article 4 
aimed mainly at high school and college students and their parents and’ 
is one of a series providing basic information on the characteristics of | 


) 


various professions. : 


WILL WE SEE YOU IN SPRINGFIELD ON MAY 4-6? | 
| 
| 


THE ILLINOIS CERTIFIED PUBLIC ACCOUNTANT accepts 
classified advertising at the following rates: 
20 cents per word, minimum of $3 per ad. Box number counts 
as two words. Advance payment required. 
A box number, if desired, will be charged for as two words. 
The closing date will be the 10th of February, May, August, and 
November. Address all replies to the office of the Illinois Society of 
Certified Public Accountants, 208 South La Salle Street, Chicago 4, 
Illinois, to the box number given in the ad. 


CLASSIFIED ADVERTISING 


WANTED: CPA or Attorney as co-tenant or sub-tenant in 2 or 3 
office suite (not yet acquired). My girl can answer phone. STate 
2-6781. 


OFFICE SPACE for individual practitioner available in small CPA 
firm including use of services. Reasonable rent—110 South Dearborn 
Street—FR 2-41238. 
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INVENTORY 


b, 
CALENDAR—FISCAL—PROBATE 
COURT—SALES—FIRE 


Now available in 13 Midwestern States, Pennsylvania and New York. 
We are an independent inventory service—using only trained in- 
ventory personnel, specializing in the retail business field. 


Over 2600 satisfied accounts and in all probability, we may be servic- 
ing one or more of your accounts at the present time. 


We are not an accounting or calculating service, our service is limited 
to the taking of a physical inventory, itemized or non-itemized depend- 
ing on the circumstances for which it is needed. 


Guaranteed Accuracy—the following is a list of the various accounts 
we are now servicing. 


Drug Stores Clothing—all types 
Hospitals Shoe 

Photographic Hardware 

Grocery Supermarts Liquor 

Stationery Cigar 

Variety & Novelty Appliance 


For further information phone collect or write. 


Inventory Is Our Business 


MANGINI & ASSOCIATES, INC. 


Over 20 Years of Inventory Service 


539 W. NORTH AVENUE MOHAWK 4-4720 CHICAGO 10, ILLINOIS 


Today, there’s no reason for any of 
your clients to pass up the speed, 


i d busi trol 
How to EXPAND ance osibie by clerical automation. 
H STATISTICAL’s low-cost data- 
Clerical Co ntrols processing service ate secre 
2 f i hni ilable t 
Without EXPENDING thy company—targe or small. 


for If your clients have no tabulating 
equipment, STATISTICAL provides 
aiate the methods, manpower and machines 
Extra Faci | ities for processing reports on a pay-as-used 


basis. This gives management all the 
benefits of electronic data-processing 
without the expense of installing more 
equipment and hiring extra help. 


For clients with tab departments, 
STATISTICAL can help save time and 
money on overloads and special 
assignments, and supply computer 
service to tie in with conventional 
equipment for still greater economies. 
This computer service is also available 
for initial programming, for overloads 
or for continuing work that does not 
warrant a private installation. 


Ask for brochures covering 
these specific services: 


Computer Service 
Sales Analysis 
Inventories 
Accounts Receivable and Payable 
General Accounting 
Production Planning 

Payroll 

Insurance Accounting 
Association Statistics 

Market Research Tabulations 


= —_« ——_ Ge are 
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STATISTICAL 


TABULATING CORPORATION . 
Established 1933 Just write or phone 


TABULATING - COMPUTING - CALCULATING HArrison 7-4500 
TYPING - TEMPORARY OFFICE PERSONNEL 


53 W. Jackson Blvd., Chicago 4, Ill. 
Phone: HArrison 7-4500 


CHICAGO « NEW YORK « ST. LOUIS * NEWARK * CLEVELAND e LOS ANGELES e YVAN NUYS 
KANSAS CITY # SAN FRANCISCO #« PALO ALTO * MILWAUKEE 
PHILADELPHIA e¢ SAN JOSE « DALLAS 


